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I.  Introduction 

Our  changing  financial  structure.  The  increasing  importance  of 
nonbank  financial  intermediaries  (like  life  insurance  companies, 
savings  and  loan  associations,  pension  funds,  etc.)  has  raised  serious 
questions  for  monetary  control,  for  the  savings-investment  process, 
for  the  allocation  of  resources,  for  the  operations  of  the  money 
markets,  and,  indeed,  for  the  validity  of  monetary  theory.1  It  is  for 
these  reasons  that  “a  basic  re-examination  of  our  entire  monetary 
and  financial  networks”  is  being  urged  in  many  quarters.2  Effective 
public  policy  must  be  based  on  an  understanding  of  the  forces  which 
are  transforming  our  financial  structure.  One  of  the  most  important 
changes  is  the  relative  decline  of  the  commercial  banks  in  the  savings 
field.  The  main  argument  of  this  paper  is  directed  to  the  decline  of 
commercial  bank  savings  compared  with  that  very  rapidly  growing 
financial  intermediary,  savings  and  loan  associations  (SLA).3  It  is 
the  purpose  of  this  paper  to  discover  the  reasons  for  this  development 
and  to  assess  the  comparative  competitive  strength  of  commercial 
banks. 

The  major  legislation  affecting  commercial  banks  —  especially 
the  Federal  Reserve  Act  —  was  passed  during  a  period  when  com- 

1.  Cf.,  for  example,  the  papers  grouped  under  the  title,  “Institutional 
Aspects  of  Savings  and  Investment,”  American  Economic  Review,  XLIV  (May 
1954),  440-85.  Cf.  also,  Warren  L.  Smith,  “On  the  Effectiveness  of  Monetary 
Policy,”  American  Economic  Review,  XLVI  (Sept.  1956),  588—606. 

2.  Cf.,  for  example,  the  testimony  of  Elliot  V.  Bell,  Hearings  before  the 
Subcommittee  on  Economic  Stabilization  of  the  Joint  Economic  Committee,  84th 

Congress,  2d  Session,  p.  4.  .  .  „  , ,  w 

3.  For  a  description  of  the  salient  characteristics  of  SLA  see  Harold  W. 
Torgerson,  “Developments  in  Savings  and  Loan  Associations,  1945-1953,’ 
Journal  of  Finance,  IX  (Sept.  1954),  283-97. 
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mercial  banks  dominated  the  financial  scene.  New  financial  legisla¬ 
tion  is  being  debated  to  resolve  issues  like  branch  offices  for  com¬ 
mercial  banks  and  for  SLA,  wider  investment  powers  for  SLA,  revi¬ 
sion  of  tax  treatment  for  commercial  banks,  and  SLA,  inclusion  of 
SLA  under  some  kind  of  reserve  requirement  together  with  com¬ 
mercial  banks,  additional  power  to  control  SLA  lending,  etc.  These 
measures  are  concerned  not  only  with  monetary  control  but  also  with 
equalizing  the  competitive  position  of  commercial  banks  and  SLA. 
The  future  development  of  our  financial  structure  can  be  profoundly 
affected  by  the  legal  framework.  We  hope  that  our  analysis  of  the 
present  relationship  between  banks  and  SLA  will  contribute  to  an 
understanding  of  the  probable  effects  of  the  proposed  measures. 

Our  analysis  is  limited  to  commercial  banks  and  SLA,  because 
these  are  now  the  most  important  institutional  competitors  for  the 
public’s  savings  in  the  general  form  of  savings  deposits.4  In  addition, 
both  institutions  devote  a  substantial  portion  of  the  savings  dollar  to 
mortgage  investment.  In  other  words,  they  compete  both  in  the 
factor  market  (savings  deposits)  and  in  the  product  market  (mortgage 
loans) . 


II.  The  Relative  Decline  of  Commercial  Banks 

Rapid  growth  of  SLA.  The  shifting  position  of  commercial  banks 
and  SLA  in  attracting  savings  deposits5  can  be  quickly  summarized. 
The  commercial  bank  share  of  individuals’  savings  accounts  (includ¬ 
ing  mutual  savings  bank  deposits)  was  higher  at  the  end  of  1945  than 
in  December  1939;  the  SLA  share  was  unchanged.6  Between  Decem¬ 
ber  31,  1945,  and  December  31,  1955,  individuals’  savings  accounts 
increased  $54  billion.  SLA  attracted  $25  billion;  commercial  banks, 
only  $16  billion.  During  this  same  period,  the  SLA  share  of  indi¬ 
viduals’  savings  accounts  increased  from  14  to  30  per  cent,  while  the 
commercial  bank  share  fell  from  57  to  43  per  cent.  During  1955 
alone  individuals’  savings  accounts  increased  slightly  more  than 

4.  Mutual  savings  banks  are  ignored  for  two  reasons.  First,  they  are 
highly  concentrated  regionally  (especially  in  New  England),  and  operate  in  only 
seventeen  states.  Hence  they  do  not  have  the  same  national  interest  as  SLA, 
which  are  established  in  every  state.  Second,  during  the  past  ten  years  mutual 
savings  banks  have  grown  less  rapidly  than  SLA.  Accordingly  they  do  not 
present  a  comparable  threat  to  the  long-established  position  of  commercial  banks 
in  the  savings  field. 

5.  Savings  accounts  (or  “savings  deposits”)  refers  both  to  time  and 
savings  deposits  in  commercial  banks  and  to  share  accounts  in  SLA. 

6.  Savings  and  Loan  Fact  Book,  1955,  p.  10.  During  this  same  period,  the 
commercial  bank  share  increased  from  51  to  57  per  cent. 
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$8  billion;  61  per  cent  was  placed  in  SLA,  but  only  15  per  cent  in 
commercial  banks.7 

It  should  be  mentioned,  too,  that  SLA  growth  has  been  a  national 
phenomenon.  Between  December  31,  1949  and  December  31,  1954, 
the  ratio  of  the  volume  of  SLA  to  commercial  bank  savings  accounts 


TABLE  I 

Effective  Rates  of  Return  on  Time  Deposits  and  Share  Accounts, 


1948-1955 

Insured 

Year 

Member  SLA1 

Commercial  Banks 

(%) 

(%) 

1948 

2.44 

.90 

1949 

2.52 

.91 

1950 

2.52 

.94 

1951 

2.59 

1.03 

1952 

2.70 

1.15 

1953 

2.81 

1.24 

1954 

2.88 

1.32 

1955 

2.94 

1.38 

Sources:  SLA  rates  were  computed  from  data  in  Federal  Home  Loan  Bank  Board,  Combined 
Financial  Statements,  1948-1955.  Dividends  were  divided  by  average  (December  31  of  each  year 
and  the  preceding  year)  share  capital.  A  rate  series  for  all  SLA  is  virtually  identical  to  the  member 
SLA  series  in  the  table.  The  former  can  be  computed  from  data  in  Savings  and  Loan  Fact  Book, 
1956,  pp.  12  and  52. 

Commercial  bank  rates  are  from  FDIC,  Annual  Report,  1955,  p.  136.  The  deposit  figures 
for  the  FDiC  are  an  average  of  figures  reported  at  the  beginning,  middle,  and  end  of  each  year. 

1.  In  some  states  SLA  are  permitted  to  issue  permanent  stock.  The  amount  of  permanent 
stock  for  member  SLA  is  insignificant  compared  with  share  accounts.  To  include  permanent  stock 
in  the  rate  computation  would  generally  lower  the  effective  dividend  by  only  .01. 


increased  more  than  100  per  cent  in  ten  states,  between  50  and  100 
per  cent  in  twenty-six  states,  between  zero  and  50  per  cent  in  eleven 
states,  and  declined  in  only  one  state.8 

High  dividend  rates  and  aggressive  salesmanship.  Different  interest 
rates  are  the  most  popular  explanation  for  different  growth  rates  of 
savings  in  SLA  and  commercial  banks.  Table  I  shows  that  in  every 
year  between  1948  and  1955  effective  interest9  on  share  accounts  was 
substantially  higher  than  on  time  deposits.  The  importance  of  rate 

7.  Computed  from  figures  in  Federal  Home  Loan  Bank  Board,  Investments 
of  Individuals  in  Savings  Accounts,  U.  S.  Savings  Bonds,  and  Life  Insurance 
Reserves,  1955. 

8.  The  information  for  all  states  was  computed  from  data  in  U.  S.  Savings 
and  Loan  League,  Savings  and  Loan  Annals,  1950,  pp.  92-93,  FDIC,  Operating 
Insured  Commercial  and  Mutual  Savings  Banks  Assets  and  Liabilities,  December 
SI,  1949,  pp.  12-60,  and  Savings  and  Loan  Fact  Book,  1956,  p.  13.  SLA  figures 
include  all  SLA;  commercial  bank  figures  are  for  insured  commercial  banks  only. 
The  bank  data  for  1954  are  based  on  June  1955  figures.  Hence,  the  calculations 
in  the  text  are  only  approximate,  but  probably  accurate  within  the  broad  ranges 
cited. 

9.  Comprehensive  information  about  nominal  interest  rates  on  savings 
accounts  is  not  available. 
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of  return  on  the  placement  decisions  of  savers  has  been  stressed  by 
economists,1  bankers,2  savers,3  and  SLA  managers.4  Indeed,  both 
the  professional  and  lay  explanation  for  the  postwar  growth  of  SLA 
is  a  combination  of  the  interest  rate  difference  and  aggressive  sales¬ 
manship  by  SLA.  Certainly  these  are  the  most  obvious  factors; 
certainly,  too,  the  interest  rate  difference  was  essential  for  SLA  to 
maintain  their  market  share  between  1939  and  1945.  But  as  an 
explanation  for  the  phenomenal  relative  decline  of  commercial  bank 
savings  in  the  postwar  years,  the  popular  explanation  is  superficial; 
it  is  half  wrong,  and  it  is  seriously  incomplete  in  the  remainder.  It  is 
the  purpose  of  this  section  to  reveal  the  error  and  inadequacy  of  the 
popular  explanation  and  to  propose  our  own  explanation  for  the 
relative  decline  of  commercial  banks  in  the  savings  field. 

The  popular  explanation  is  superficial  as  economic  analysis, 
because  it  leaves  many  important  questions  unanswered.  For 
example,  is  the  commercial  bank  decline  owing  to  an  inability  or  an 
unwillingness  to  compete  more  effectively  for  the  public’s  savings? 
Are  commercial  banks  high-cost  or  low-cost,  producers,  and  why? 
Do  commercial  banks  earn  more  or  less  than  SLA  on  savings  deposits, 
and  why?  In  short,  what  is  the  basic  competitive  relationship  between 
banks  and  SLA? 

Low  interest  rates  —  necessary  but  not  sufficient.  The  popular 
explanation  is  half  wrong,  because  the  interest  difference  between 
time  deposits  and  share  accounts  cannot  explain  the  dramatic  shift 
of  market  shares  during  the  postwar  period.  During  the  period 
1939-1945,  as  we  have  shown,  the  commercial  bank  share  of  total 
savings  deposits  increased;  the  SLA  share  was  unchanged.  This 
pattern  was  sharply  reversed  during  the  postwar  period,  and  relative 
interest  rates  actually  moved  inversely  with  market  shares.  Table  II 
compares  relative  growth  rates  with  effective  relative  interest  rates 
between  1948  and  1955.  It  shows  that  the  ratio  of  member  share 
accounts  to  time  deposits  increased  from  29  per  cent  to  almost  67 
per  cent  between  1948  and  1955.  By  contrast,  the  rate  paid  by  SLA 
was  171  per  cent  higher  than  the  commercial  bank  rate  in  1948,  but 
only  113  per  cent  higher  in  1955.  In  other  words,  the  rapid  relative 
decline  of  commercial  bank  savings  took  place  in  spite  of  the  relative 

1.  For  example,  cf.  Torgerson,  op.  cit.,  p.  286. 

2.  Cf.  Gaylord  Freeman,  Sewings  and  Loan  Competition,  p.  16. 

•  ^  W  hen  all  savers  were  asked  which  type  of  institution  [commercial  and 
savings  bank  or  SLA]  they  would  prefer  if  the  rate  of  return  were  the  same,  90% 
chose  a  bank.  From  a  survey  of  savers  by  the  U.  S.  Savings  and  Loan  League, 
reported  in  Savings  and  Loan  News,  April  1954',  p.  19. 

4.  SLA  rates  are  typically  higher  than  commercial  bank  rates. 
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increase  in  interest  rates  on  time  deposits.  For  those  who  believe  that 
savers  are  sometimes  motivated  more  by  absolute  than  by  percent¬ 
age  rate  differences,  we  have  also  included  the  absolute  differences. 
The  table  reveals  that  absolute  rate  differences  were  virtually  con¬ 
stant  during  the  period  studied.  Nevertheless,  the  commercial  bank 

TABLE  II 

COMPABATIVE  GROWTH  AND  INTEREST  RATES,  COMMERCIAL  BANKS  AND  SLA, 

1948-1955 


Share  Capital 

SLA  Dividend  Rate 

Absolute  Difference 

Year 

Time  Deposits 

Time  Deposit  Rate 
(%) 

Between  Rates 

(%) 

(%) 

1948 

29.0 

271 

1.54 

1949 

33.0 

277 

1.61 

1950 

37.2 

268 

1.58 

1951 

41.8 

251 

1.56 

1952 

46.7 

235 

1.55 

1953 

52.2 

227 

1.57 

1954 

58.8 

218 

1.56 

1955 

67.3 

213 

1.56 

Sources  and  notes:  The  ratios  of  share  capital  to  time  deposits  were  computed  from  data  in 
Federal  Home  Loan  Bank  Board,  Combined  Financial  Statements,  for  each,  year,  and  Federal  Reserve 
Bulletin,  for  each  year.  In  both  cases,  the  data  are  based  on  year-end  figures,  and  include  only  time 
deposits  of  individuals,  partnerships,  and  corporations. 

Comparative  interest  rates  and  absolute  differences  are  based  on  Table  I. 

Information  concerning  interest  rates  on  time  deposits  is  available  only  for  insured  com¬ 
mercial  banks,  and  official  information  concerning  interest-dividend  rates  is  available  only  for 
member  SLA.  Accordingly,  volume  figures  for  time  deposits  are  limited  to  insured  commercial 
banks;  for  share  accounts,  to  member  SLA.  If  all  SLA  and  all  commercial  banks  had  been  included, 
the  ratios  of  share  capital  to  time  deposits  would  have  varied  from  31.4  per  cent  in  1948  to  70.2 
per  cent  in  1955. 


share  of  savings  declined  rapidly.  We  are  forced  to  conclude,  despite 
the  chorus  of  voices  to  the  contrary,  that  the  interest  rate  difference 
is  discredited  as  the  explanation  for  the  relative  decline  of  commercial 
bank  savings. 

Changing  preference  patterns.  The  popular  explanation  is  seri¬ 
ously  incomplete  in  the  remainder  —  its  stress  on  salesmanship  — 
because  aggressive  salesmanship  is  only  one  of  many  factors  which 
have  brought  about  the  shift  in  market  shares.  To  develop  this 
part  of  the  analysis,  we  must  examine  the  nature  of  savers’  prefer¬ 
ences  for  time  deposits  and  share  accounts,  the  variables  which  affect 
the  preference  patterns,  the  shapes  of  the  functions,  and  the  changes 
which  have  occurred  in  the  foregoing. 

The  savings  “package.”  The  main  components  of  the  savings 
account  “package”  are  safety,  availability  (liquidity),  convenience, 
and  the  interest  rate.  The  placement  decision  of  a  saver  is  made 
after  a  subjective  evaluation  of  the  component  elements  of  the  sav¬ 
ings  account  packages  and  a  determination  of  the  relative  impor¬ 
tance  of  the  components. 
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For  the  moment,  we  defer  our  discussion  of  any  changes  in  the 
subjective  evaluation  by  savers.  We  have  already  shown  that  inter¬ 
est  rates  on  time  deposits  rose  relatively  to  rates  on  share  accounts 
between  1948  and  1955.  As  for  the  other  components  of  the  pack¬ 
age,  comparative  safety  and  availability  in  both  institutions  prob¬ 
ably  has  not  changed  materially  during  the  period  studied.  More¬ 
over,  the  minor  changes  which  have  occurred  are  probably  not  widely 
known  among  savers  and  can  be  ignored  in  this  context.  In  some 
ways,  e.g.,  services,  SLA  convenience  to  savers  has  been  enhanced. 
In  probably  the  most  important  aspect  of  convenience,  viz.,  loca¬ 
tion,  the  SLA  competitive  position  has  not  materially  changed,  at 
least  so  far  as  this  change  can  be  measured  by  number  of  offices.6 
Except  for  interest  rates,  therefore,  there  has  been  no  material,  objec¬ 
tive  relative  change  in  the  components  of  the  savings  package  offered 
by  commercial  banks  and  SLA.  Moreover,  in  the  subjective  evalua¬ 
tion  of  most  savers,  commercial  banks  offer  greater  combined  safety, 
availability,  and  convenience  than  SLA.6  One  bank  spokesman  put 
it  more  vividly:  “.  .  .  our  competitors  [SLA]  hold  only  one  trump 
card  —  rate  of  dividend  —  while  we  hold  the  rest  of  the  entire  deck.”7 

As  for  the  determination  by  savers  of  the  relative  importance 
of  the  components,  a  survey  of  commercial  bank  and  SLA  savers 
revealed  that  “.  .  .  safety  and  availability  of  funds  and  convenience 
of  location  are  more  important  to  most  savers  than  a  higher  rate  of 
return.  8  Since  most  savers  believe  commercial  banks  have  a  supe¬ 
rior  combination  of  the  preferred  components,  it  is  not  surprising 
that  (commercial  and  savings)  bank  savers  are  almost  four  times  as 
numerous  as  SLA  savers. 9 

5.  Between  1948  and  1954,  the  number  of  commercial  banks  and  of  SLA 
was  fairly  stable,  although  the  ratio  of  banks  to  SLA  Hen.bnpH  slio-h+w  rnt 


7.  Cf.  Banking,  Mar.  1953,  p.  96  ’  1W>0’  P'  ^ 

8.  Savings  and  Loan  Annals,  1953,  p.  51. 

9.  From  the  survey  in  Savings  and  Loan  Annals,  1953,  p.  46.  A  more  recent 
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The  preference  function.  The  saver’s  placement  decision  between 
share  accounts  and  time  deposits  can  be  expressed  in  indifference 
terminology.  For  each  saver,  a  set  of  indifference  curves  shows  the 
substitutability  of  share  accounts  and  time  deposits.  Another  set  of 
curves  on  the  preference  map  shows  what  any  level  of  savings  would 
be  worth  after  one  year,  given  the  relative  rates  of  interest.  The  dis¬ 
tribution  of  the  individual’s  savings  account  is  determined  by  the 
highest  indifference  curve  that  can  be  attained  for  any  given  volume 
of  savings. 

The  marginal  rate  of  substitution  between  share  accounts  and 
time  deposit  accounts  reflects  primarily  subjective  risk  estimates  of 
savers.  Since  most  savers  believe  banks  are  both  safer  and  more 
liquid  than  SLA,  the  individual  saver  would  require  more  than  pro¬ 
portional  compensation  of  share  accounts  for  a  given  reduction  in 
(preferred)  time  deposit  accounts,  i.e.,  the  indifference  curves  are 
negatively  inclined  and  convex  to  the  origin.1  For  our  purposes,  a 
determination  of  the  exact  shape  of  the  indifference  curves,  beyond 
the  fact  of  their  negative  slope,  is  not  critical.  Since  most  small 
savers  (say,  $1,000  and  under)2  do  not  split  their  accounts,3  it  is  a 
sufficiently  good  approximation  for  our  purposes  to  posit  a  constant 
marginal  rate  of  risk  substitution  along  the  indifference  curves  for 
small  savers.4  In  fact,  since  splitting  of  accounts  is  not  widely  prac¬ 
ticed  even  among  large  savers,  the  possibility  will  be  ignored  in  this 
paper.8  Thus,  when  the  marginal  rate  of  risk  substitution  is  smaller 
than  the  slope  of  the  rate  of  return  curve,  savers  will  save  exclu¬ 
sively  in  SLA,  whereas,  under  the  reverse  relationship,  they  would 

save  exclusively  in  commercial  banks. 

Even  though  we  posit  linear  indifference  curves,  it  should  be 


survey  by  the  same  organization  showed  a  slightly  lower  ratio  of  bank  savers  to 
SLA  savers.  Cf.  Savings  and  Loan  N ews,  May  1956,  p.  37. 

1.  Moreover,  the  slopes  of  the  indifference  curves  would  not  generally  equal 

or  be  less  than  -1,  with  time  deposits  on  the  ordinate.  .  , 

2  Small  savers  are  in  a  majority  at  both  SLA  and  banks.  Cf.  Savings  and. 
Loan  News,  April  1954,  p.  19.  In  1953,  81  per  cent  of  (commercial  and  savings) 
bank  savers  and  73  per  cent  of  SLA  savers  had  savings  accounts  of  less  than 

$2,000.  Cf.  Savings  and  Loan  Annals,  1953,  p.  47. 

3.  In  a  1955  survey  of  savers,  only  6  per  cent  of  savers  with  family  incomes 
of  less  than  $4,000  a  year  split  their  savings  between  banks  and  SLA.  Ct.  Savings 

and  Loan  News,  May  1956,  p.  37.  .  ,. 

4  Alternatively,  the  absence  of  widescale  splitting  may  be  owing  to  dis¬ 
continuities  at  either  end  of  the  indifference  curves  because  of  the  nuisance  of 
having  two  accounts,  one  necessarily  quite  small.  Decisions  falling  within  the 
discontinuities  are  usually  allocated  exclusively  either  to  SLA  or  to  commercial 

baIlk  5  In  1955  only  9  per  cent  of  all  savers  at  SLA  and  (commercial  and  savings) 
banks  split  their  accounts  between  the  two  types  of  institutions.  Cf.  Savings  and 
Loan  News,  May  1956,  p.  37. 
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stressed  that  the  slopes  of  the  indifference  curves  are  not  likely  to  be 
the  same  for  all  levels  of  savings.6  For  any  given  individual,  the 
marginal  utility  of  the  savings  account  dollar  is  presumably  smaller 
for  a  large  than  for  a  small  savings  account.  Accordingly,  the  slope 
is  smaller  for  a  large  than  for  a  small  savings  account,  because  the 
marginal  utility  of  the  savings  account  dollar  would  be  greater  for 
the  latter.  This  is  most  important,  because  it  means  that,  for  the 
same  relative  rates  of  return,  some  individuals  would  shift  the  place¬ 
ment  decision  for  savings  funds,  as  size  of  savings  account  increases. 
This  is  consistent  with  the  savings  survey  which  showed  that  only 
19  percent  of  savers  with  family  incomes  of  less  than  $4,000  a  year 
used  SLA,  whereas  27  per  cent  of  savers  in  the  $4,000-$6,000  income 
bracket,  and  28  percent  of  savers  with  more  than  $6,000 incomes 
used  SLA.7 

Pref erence  'patterns  and  market  shares.  During  the  period  studied, 
the  commercial  bank  share  of  savings  accounts  declined.  We  have 
already  demonstrated  that  the  explanation  for  this  shift  in  terms  of 
interest  rate  differences  is  untenable.  In  the  popular  view,  the  expla¬ 
nation  for  the  shift  must  thus  fall  exclusively  on  the  increase  in  sales¬ 
manship.  We  have  characterized  the  last  position  as  seriously  incom¬ 
plete,  because  we  believe  the  explanation  for  the  erosion  of  the  com¬ 
mercial  bank  share  of  the  savings  account  market  must  include  other 
important  developments,  like  the  growth  in  the  number  of  savers, 
the  changing  size  distribution  of  savers,  and  the  changing  preference 
patterns  of  savers  for  share  accounts  and  time  deposits.  This  con¬ 
clusion  follows  from  the  indifference  analysis  and  can  be  summarized 
m  the  following  steps.  First,  the  preference  function  of  individual 
savers  has  changed.  Although  the  slopes  of  the  rate  of  return  curves 
decreased,  the  slopes  of  the  indifference  curves  decreased  still  more. 
This  relative  change  induced  some  small  savers  to  shift  from  time 
deposits  to  share  accounts.  For  similar  reasons,  large  savers  have 
also  shifted  accounts.  The  change  in  preference  functions  and  the 
corresponding  shift  of  deposits  was  by  no  means  exclusively  related 
to  SLA  salesmanship.  Partly,  the  change  in  preference  patterns  was 
related  to  the  tremendous  cushion  of  liquid  assets  accumulated  by 
the  public  during  the  war  and  postwar  years.  These  liquid  assets 
ostered  a  greater  sense  of  economic  security,  which,  in  turn,  altered 


6.  We  can  ignore  the  fact  that  accounts  over  $10,000  are  not  insured  because 
few  savings  accounts  are  likely  to  exceed  that  amount.  For  example  in  Sep 
tember  1955,  99  per  cent  of  the  savings  and  time  accounts  of  individuals  ’partner- 

Cf.PFDIC,  7C2mmerCial  ba"kS  W6re  *10'00i>  ” 

7.  Cf.  Savings  and  Loan  News,  May  1956,  p  37 
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attitudes  towards  risk-bearing  in  favor  of  higher  interest  incomes. 
Partly,  too,  these  changing  attitudes  were  re-enforced  by  rising  income 
levels  and  the  general  atmosphere  of  prosperity  during  the  postwar 
years. 

Second,  savings  shares  have  altered  because  the  size  of  the  average 
savings  accounts  of  individuals  grew  at  both  institutions,  as  income 
levels  increased  during  the  period  studied.8  It  will  be  recalled  that, 
with  no  change  in  either  interest  rates  or  salesmanship  - —  and,  hence, 
no  favorable  alteration  of  the  preference  function  —  mere  growth  of 
an  individual’s  savings  account  is  sufficient,  given  the  different  slopes 
of  the  indifference  curve  for  different  savings  levels,  to  shift  some 
savings  from  commercial  banks  to  SLA.  In  other  words,  a  savings 
shift  would  have  occurred  with  no  change  whatever  in  SLA  sales¬ 
manship.  In  fact,  SLA  salesmanship  was  stepped  up  and  was  an 
additional  factor,  in  shifting  savings  deposits,  despite  the  narrowing 
gap  between  interest  rates.  Here,  again,  the  factors  which  were  at 
work,  quite  independently  of  salesmanship,  to  change  the  subjective 
estimate  and/or  the  disutility  of  risk  at  high  savings  levels  were 
re-enforced  by  SLA  advertising. 

Third,  the  total  number  of  savers  increased  during  the  period 
studied.  It  seems  highly  probable  that  many  savers  entered  the 
scene  with  more  favorable  attitudes  towards  the  riskiness  of  share 
accounts  than  was  generally  true  of  savers  at  the  beginning  of  the 
period.  Memories  of  SLA  loss  experience  during  the  depression  had 
dimmed  and  were  probably  unknown  to  some  of  the  new  savers  whose 
placement  decisions  also  contributed  to  the  decline  of  the  commercial 
banks’  position.9  Here,  again,  increased  salesmanship  might  have 
helped  the  dimming  process  for  those  who  still  remembered  though 
sheer  passage  of  time  is  pretty  effective  by  itself  but  was  hardly 
necessary  to  help  those  new  savers  forget  who  had  no  memories  of 
the  earlier  losses. 

Fourth,  the  postwar  period  has  been  characterized  by  a  strong 
demand  for  housing.  Inevitably,  many  mortgage  seekers  (especially 
for  conventional  loans)  have  found  their  way  to  SLA.  This  contact 
brought  the  SLA  within  the  “orbit  of  comparison”  of  many  borrowers, 

8.  Between  1948  and  1955,  for  example,  the  number  of  SLA  share  accounts 
increased  from  8.9  million  to  18.7  million.  (Cf.  Savings  and  Loan  F act  Book,  1956 
p  52  )  As  we  showed  earlier,  the  volume  of  share  accounts  increased  from  $11 
billion  in  1948  to  more  than  $32  billion  in  1955.  Thus,  the  average  size  of  share 
account  has  also  increased.  Similarly,  the  average  size  of  savings  accounts  at 
commercial  banks  has  increased.  (Cf.  FDIC,  Annual  Report,  1955,  p.  56.) 

9.  It  should  also  be  mentioned  that  between  1948  and  1954,  the  per  cent 
of  share  accounts  in  insured  SLA  increased  from  75.3  to  89.8  per  cent.  Ci. 
Savings  and  Loan  News,  Mar.  1956,  p.  85. 
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who,  in  another  capacity,  were  often  also  savers.  The  preference 
functions  for  at  least  some  of  these  savers,  given  the  relative  rates  of 
return,  led  them  to  save  at  SLA  rather  than  at  commercial  banks. 
Again  it  seems  certain  that  many  mortgage  seekers  would  have  dis¬ 
covered  the  SLA  without  the  aid  of  any  increase  in  SLA  salesmanship. 

Finally,  in  our  concern  to  press  the  many  factors  other  than 
increased  SLA  salesmanship,  we  must  not  go  to  the  extreme  of  deny¬ 
ing  the  role  played  by  salesmanship.  We  have  tried  to  show  that 
many  factors  operated  to  change  the  savings  shares  of  SLA  and  com¬ 
mercial  banks,  independently  of  any  increased  salesmanship  by  ST, A 
It  should  not  be  ignored,  however,  that  the  SLA  were  not  passive 
during  the  years  under  study.  It  has  been  estimated  that  in  1954 


the  SLA  spent  $.97  per  $1,000  of  share  accounts  on  savings  advertis¬ 
ing,  whereas  the  banks  spent  only  $.24  per  $1,000  of  time  deposits.1 
This  advertising  has  been  aimed  at  bringing  SLA  within  the  orbit  of 
comparison  of  commercial  bank  and  other  savers,  and  also  at  alter¬ 
ing  the  preference  pattern  in  favor  of  the  SLA  package,  and  it 
undoubtedly  re-enforced  the  factors  which  were  already  at  work. 

A  cumulative  process.  The  possibility  of  a  cumulative  relative 
decline  of  commercial  bank  savings  is  implicit  in  the  foregoing.  This 
depends  upon  the  reaction  of  certain  key  variables  to  initial  transfers 
of  funds.  A  net  transfer  of  funds  from  commercial  banks  to  SLA 
may  increase  either  the  money  supply  (demand  deposits  and  cur¬ 
rency)  or  the  velocity  of  money.  The  quantity  of  money  will  increase 
after  a  net  transfer  of  time  deposits  to  share  accounts,  because  this 
increase  m  share  accounts  normally  increases  demand  deposits, 
although  not  by  the  full  amount  of  the  decrease  in  time  deposits. 

e  velocity  of  money  will  increase  after  inactive  demand  deposits 
are  transferred  to  share  accounts.  This  transfer  leaves  the  quantity  of 
money  unchanged,  but  SLA  lending  operations  increase  its  velocity, 
both  cases,  ceteris  panbus,  liquid  assets  of  individuals  increase.2 

a  ZintH  mcreai*  aftCT  a  ^  transfer  of  time  deposits  to  share 

baknred  hv  ’  althoU6h ‘he  decline  of  time  deposits  is  exactly 

Limwtssrf  TT*  “  Share  accounts-  demand  deposits  increase. 

trlZ  t„  ?  mCreaSe  after  “active  dema"d  deposits  are 

are^rmhaneed  (T  aCC°UntS’  alth“«h  demand  deposits 

quamit  Of  m„n  fanC0UntS  mcrease'  Finally’  the  increase  in  the 
q  entity  money,  following  a  transfer  of  time  deposits  to  share 


deposits  was  calc!Xd7rom  Fr!Ll!L  f™  ba“k  advtrUsin8  on  tim 

accounts.  Cf.d fSS  sSots  Buu2j£  JutyTgSjj,  dePOBils,  and  SLA  shar 
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accounts,  will  normally  increase  the  level  of  income,  because  SLA 
mortgage  loans  are  now  typically  almost  100  percent  of  share  accounts. 
Similarly,  the  rise  in  velocity,  after  inactive  demand  deposits  are 
transferred  to  share  accounts,  will  also  increase  the  level  of  income, 
because  the  money  supply  is  unchanged. 

As  we  have  shown  earlier,  an  increase  in  income  or  in  liquid 
assets  will  tend  to  decrease  the  commercial  bank  share  of  savings, 
so  long  as  the  percentage  of  savings  in  savings  accounts  does  not 
decline  as  income  increases.  To  repeat,  this  is  because  the  increase 
in  both  income  and  liquid  assets  tends  to  alter  attitudes  towards 
risk-bearing.  Similarly,  the  increase  in  income  will  likely  increase 
the  average  size  of  savings  account.  Both  changes  tend  to  diminish 
the  commercial  bank  share  of  savings  accounts.  Under  the  cir¬ 
cumstances  wre  have  described,  an  initial  increase  in  share  accounts 
may  set  in  motion  a  cumulative  process  which  results  in  a  still  fur¬ 
ther  decline  in  the  commercial  bank  share  of  savings  accounts. 

III.  Sources  of  Comparative  Competitive  Strength 

The  erosion  of  the  commercial  bank  position  in  the  savings  field 
is  an  accomplished  fact.  The  interesting  question  is  whether  the 
position  of  these  banks  will  deteriorate  further  or  whether  they  can 
arrest  and  even  reverse  the  present  trend.  The  answer  to  this  impor¬ 
tant  question  depends  on  the  comparative  competitive  strength  of 
commercial  banks  vis-a-vis  their  arch  rivals  for  savings  accounts, 
the  SLA.  Broadly  speaking,  the  commercial  banks  can  proceed 
along  three  main  lines:  increased  product  competition,  increased 
price  competition,  and  increased  political  activity.  An  analysis  of 
increased  political  activity,  e.g.,  to  secure  passage  of  legislation  affect¬ 
ing  commercial  bank  and  SLA  tax  treatment,  entry,  control  of  lend¬ 
ing  ability,  etc.  —  is  beyond  the  scope  of  this  paper.3  We  here  concen¬ 
trate  on  the  possibilities  of  increased  price  and  product  competition. 

In  the  minds  of  many  savers  today,  commercial  banks  and  SLA 
are  much  more  nearly  on  a  par  than  has  been  true  in  the  past.  Effec¬ 
tive  product  competition  can  substitute  somewhat  for  price  competi¬ 
tion.  For  example,  banks  can  make  greater  efforts  to  distinguish 
FDIC  coverage  from  FSLIC  coverage.  Or  banks  can  stress  their 
superior  liquidity,  etc.  Aggressive  salesmanship  along  these  lines 
might  retard  the  rate  of  commercial  bank  decline  in  the  savings  field, 
but  barring  a  general  economic  depression  it  is  not  likely  to  recapture 
the  savings  market  for  commercial  banks  from  the  by  now  well  estab- 

3.  However,  the  economic  impact  of  much  proposed  legislation  can  be  more 
readily  perceived  by  the  analysis  which  follows. 
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lished  SLA.  Barring  a  general  economic  decline  or  special  factors 
adverse  to  SLA,  the  struggle  for  the  public’s  savings  deposits  must 
progressively  be  fought  in  the  price  sector.4  To  assess  the  strength 
of  commercial  banks  and  SLA  in  this  area  involves  an  analysis  of 
four  major  factors:  (1)  comparative  costs,  (2)  comparative  demand, 
(3)  comparative  use  of  savings  deposits,  and  (4)  comparative  tax 
treatment. 

Comparative  cost  factors.  Dividends  on  share  accounts  have  a 
dual  aspect.  On  the  one  hand,  dividends  are  a  return  to  savers  and 
directly  influence  SLA  growth  in  terms  of  share  accounts.  On  the 
other  hand,  dividends  are  a  production  cost  and  influence  the  SLA 
competitive  position  in  the  product  market.  The  product  market 
concerns  us,  because  prices  paid  in  the  factor  market  must  be  com¬ 
patible  with  earnings  in  the  product  market. 

A  word  of  explanation  is  in  order  for  treating  SLA  dividends 
like  interest  payments.  Interest  on  time  deposits  is  unambiguously 
a  production  cost  for  banks,  and  the  interest  payment  is  a  return  to 
savers.  By  contrast,  SLA  dividends  are  a  return  to  investors,  and, 
as  such,  should  not  be  treated  like  interest  but  like  a  distributive 
residuum.  It  is  our  contention  that,  despite  the  technical  distinc¬ 
tion  between  dividends  and  interest,  they  need  not  be  treated  differ¬ 
ently  in  this  paper.  The  reasons  for  our  position  are  as  follows:  First, 
savers  generally  regard  share  accounts  and  time  deposit  accounts  as 
equivalent.  In  all  probability,  many  savers  are  not  even  aware  of 
the  technical  distinction.  For  most  savers,  share  account  dividends 
and  time  deposit  interest  are  both  interest  returns  on  savings.  Second, 
SLA  set  dividend  rates  to  compete  with  time  deposit  rates,  not 
commercial  bank  dividend  rates.  Usually,  too,  SLA  give  six  months’ 
advance  notice  of  changes  in  dividend  rates.  Third,  the  Internal 
Revenue  Bureau  permits  SLA  to  deduct  dividend  payments  as  an 
interest  cost  before  calculating  taxes.  Fourth,  for  tax  purposes,  savers 
must  treat  SLA  dividends  like  interest  returns,  not  dividends.  For 
the  cost  analysis  of  this  paper,  therefore,  SLA  dividends  are  treated 
like  commercial  bank  interest  on  savings  accounts. 

The  innovation  hypothesis.  To  treat  dividends  like  interest  and 
to  include  them  as  a  production  cost  for  SLA  erects  a  hurdle  in  the 
product  market  which  SLA  must  overcome  to  compete  effectively 
wi  commercial  banks.  As  we  have  shown,  the  effective  interest 


there  wain  J SmifieT  t  ^  t*™?7  begUn‘  Durin« the  Period  of  our  study, 

deposit  Late  in  S  the  CeiHng  rate  on  member  bank  time 

merciafbanks  arl  nlw  ’  hoWev<VAhe  ceiling  rate  was  raised,  and  many  com¬ 
mercial  banks  are  now  engaging  SLA  in  more  vigorous  rate  competition. 
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rate  has  been  more  than  twice  as  high  for  SLA  as  for  commercial 
banks.  SLA  growth  must  hurdle  higher  dividend  costs,  and  the 
interesting  question  is  how  they  can  do  it.  One  possible  answer  is 
that  SLA  enjoy  more  than  compensating  cost  advantages  in  other 
directions,  which  permit  them  to  compete  successfully  with  com¬ 
mercial  banks  on  the  product  market.  The  most  obvious  cost  advan¬ 
tage  inheres  in  the  mutual  organization  of  SLA.  Mutual  associa¬ 
tions  need  not  return  profits  on  equity  investment  as  banks  must  do. 
To  be  sure,  no  profit-making  enterprise  need  earn  profits  in  every 
period;  indeed,  profits  are  not  an  operating  cost,  but  a  residue  from 
operations.  While  this  is  undoubtedly  correct  for  any  single  period, 
the  position  is  untenable  over  several  periods.  Over  a  period  of 
years,  investors  will  demand  at  least  a  minimum  normal  return  or 
they  will  understandably  seek  to  liquidate  their  holdings  for  more 
profitable  reinvestment  elsewhere.  In  other  words,  a  certain  mini¬ 
mum  profit  is  part  of  the  long-run  supply  price  of  invested  capital. 
Hence,  it  is  legitimate  to  maintain  that  such  profits  are  part  of  the 
long-run  cost  of  production.  Since  mutuals  are  spared  this  production 
cost,  this  is  a  source  of  competitive  advantage  in  the  product  market. 

The  preceding  argument  amounts  to  saying  that  SLA  are  inno¬ 
vating  firms.  The  nature  of  their  innovation  is  a  new  form  or  organi¬ 
zation,  viz.,  the  mutual  form.5  A  hallmark  of  innovation  is  cost  reduc¬ 
tion  which' permits  the  new  firm  to  outcompete  the  old,  “obsolete” 
firms  at  prevailing  product  price  levels,  and,  often,  to  outsurvive 
older  firms  in  the  face  of  falling  price  levels. 

The  novelty  of  the  mutual  form  of  organization  among  financial 
intermediaries  is  not  denied.  The  question  is  whether  this  novelty 
qualifies  as  a  bona  fide  innovation.  In  a  manufacturing  firm,  an 
innovation  can  be  detected  by  a  change  in  the  production  function, 
or  alternatively,  by  a  change  in  the  long-run  cost  function  which 
reveals  explicitly  the  relation  between  the  productivity  and  factor 
price  elements  inherent  in  the  scale  line.6  The  long-run  cost  func¬ 
tion  for  financial  intermediaries  can  be  approximated  by  plotting 
average  costs  (total  costs  divided  by  volume  of  loans  and  invest¬ 
ments)  for  different  size  firms.  In  recent  years,  this  would  show  a 
declining  cost  pattern  for  both  institutions  as  size  of  firm  increases. 
Moreover  even  the  smallest  category  of  commercial  banks  would  show 
lower  unit  costs  than  the  largest  category  of  SLA.7  Unfortunately, 


5.  SLA  are  not  really  new,  but  they  have  competed  effectively  with  banks 
only  since  their  reorganization  during  the  thirties. 

7  Co  mrner  •  ckd  bT nk  ^c  o  s  ts  b  y  Tize  of  bank ’can  be  calculated  from  figures  in 
FD1C,'  £3 SLA  costs,  from  the  Federal  Home  Loan  Bank  Board, 

Combined  Financial  Statements. 
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our  test  is  not  conclusive,  for,  although  SLA  are  overwhelmingly 
single-product  firms,  commercial  banks  are  multiproduct  firms.  Hence, 
it  is  necessary  to  isolate  mortgage  costs  from  the  production  costs 
of  other  bank  products. 

It  might  as  well  be  admitted  at  the  outset  that  this  cannot  be 
accomplished  to  complete  satisfaction  with  existing  data.  Although 
definite  results  are  not  possible,  highly  suggestive  results  are  possible. 
Let  us  begin  with  the  direct  money  costs  for  both  institutions.  In 
1954,  SLA  paid  interest-dividends  at  the  rate  of  2.88  per  cent;  com¬ 
mercial  banks,  at  the  rate  of  1.32  per  cent.  (See  Table  I.)  To  make 
the  money  costs  more  nearly  comparable,  we  add  the  prorated  share 
of  profit  (dividends  on  invested  bank  capital)  cost  to  the  time  deposit 
cost.  This  amounts  to  $.28  per  $100  of  time  deposits,  and  raises  the 
money  cost  on  time  deposits  from  1.32  per  cent  to  1.60  per  cent.8 
The  average  costs  (total  costs  divided  by  loans  and  investments)  of 
SLA  in  1954  were  4.07  per  cent.9  Since  direct  money  costs  were 
2.88  per  cent,  operating  costs  averaged  about  1.2  per  cent  for  all 
SLA.1  In  1954  the  difference  between  SLA  and  commercial  bank 
money  costs  was  1.28  per  cent  (2.88  less  1.60),  or  almost  identical 
with  the  operating  costs  of  SLA.  This  leaves  a  margin  of  2.47  per 
cent  (4.07  less  1.60)  between  the  mortgage  money  costs  of  commercial 
banks  and  the  full  costs  of  SLA.  In  other  words,  for  SLA  to  have  an 
innovating  cost  advantage,  commercial  bank  operating  costs  on  mort¬ 
gages  alone  would  have  to  be  more  than  2.47  per  cent. 

To  repeat,  we  cannot  get  direct  operating  costs  on  mortgages 
oi  commercial  banks,  but  such  information  seems  hardly  necessary 

8.  Computed  from  FDIC,  Annual  Report,  1954,  pp.  146-47.  This  calcula¬ 
tion  is  m  keeping  with  our  earlier  decision  to  treat  profits  as  a  production  cost 
The  rationale  is  as  follows:  SLA  do  not  pay  profit-dividends;  commercial  banks 

mercia1!  banks^cosCofT’ It*  profit'dividends  are  legitimately  part  of  the  com¬ 
mercial  banks  cost  of  funds  —  a  cost  not  incurred  by  the  SLA.  To  make  the 

™ f°r  b°thi  1.nstltutlons  as  nearly  comparable  as  possible  we  have  pro- 

tfme  T\“S  dlvidend  payments  to  their  deposits,  both  demand  and 

funds  fwX  imPllcltly.  we  are  saying  that  the  cost  of  each  dollar  of  borrowed 

he  divCdend  pavements  ^  b'  inCreaSed  by  its  Proportionate  share  of 

servative  position.  taken  the  less>  not  the  more  con- 

IS”1  atmT°,n  Bank  Board'  Combirud 

and  investments’  d£in*’ thttSL  there  *'aS ,a  considerable  growth  in  loans 

mentsas  of  Dec.  31  1953  and  lgkC'fn^uT’d^  ^  Volume  of  loans  and  kivest- 
l  Tv™-™!  0+  ,  d  1954>  for  the  denominator  of  the  ratio 

busi„es»te  ,t  ,  Smum  “'7  T™?6  costs  ,or  “  ho“e 

Financing,”  in  Herbert  V  ’  ProrbrC'11  7  ^  chaPter,  “Urban  Real  Estate 

p.  158.  V’  Pr°chn0W  (ed‘)>  American  Financial  Institutions, 
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to  resolve  the  point  at  issue.  For  commercial  banks  to  be  higher 
cost  producers  of  mortgages,  commercial  bank  operating  costs  would 
have  to  be,  at  a  minimum,  slightly  more  than  twice  as  high  as  SLA 
operating  costs  and  that  is  surely  highly  improbable.2  No  obvious 
reason  suggests  itself  for  such  terrific  “inefficiency”  by  commercial 
banks.  We  conclude  that  it  is  highly  probable  that  SLA  have  no 
cost  advantage  over  commercial  banks  in  producing  mortgage  loans. 
On  the  contrary,  SLA  appear  to  have  a  cost  disadvantage. 

Multiple  products  vs.  specialized  firm  hypothesis.  We  have  shown 
that  SLA  and  commercial  bank  competition  in  the  product  market  is 
not  explained  by  the  innovation  hypothesis.  The  facts  in  this  case 
seem  rather  to  fit  a  different  hypothesis,  viz.,  that  SLA  are  special¬ 
ized  firms  (in  mortgages)  competing  with  one  of  the  products  (mort¬ 
gages)  of  multiproduct  firms  (commercial  banks)  in  which  the  cost 
advantage  is  with  the  banks.  The  theory  of  multiproduct  firms  tells 
us  that  the  opportunity  for  multiple  products  arises  when  a  firm  has 
excess  capacity  which  can  be  absorbed  by  the  new  product  at  a  lower 
cost  than  would  be  incurred  by  a  new  company  set  up  exclusively 
for  that  product.3  The  multiple  products  hypothesis  thus  has  two 
elements:  excess  capacity  and  a  cost  advantage.  Commercial  banks 
appear  to  qualify  on  both  accounts. 

First,  commercial  banks  qualify  by  having  excess  capacity.  The 
primary  business  of  commercial  banks  is  lending.  Historically,  at 
least,  bank  lending  meant  mostly  short-term  loans  to  business.  Banks 
have  always  held  a  certain  volume  of  nonloan  assets  for  portfolio 
reasons  (e.g.,  liquidity),  but  this  did  not  confuse  bankers  about  their 
primary  responsibility  in  the  credit  field.  During  the  secular  decline 
of  business  loans  from  1920-1921  to  the  end  of  World  War  II,  bankers 
were  plagued  with  excess  capacity  in  the  form  of  lending  power  in 
excess  of  the  demand  for  suitable  business  loans.  This  excess  capacity 
became  chronic  following  the  enormous  expansion  of  the  money  supply 
during  World  War  II.  The  resources  of  the  banking  system  expanded 
far  more  than  the  demand  for  business  credit.  Over  the  years  this 
excess  capacity  has  motivated  banks  to  extend  credit  in  new  (for 
them)  fields,  especially  in  those  of  consumer  and  real  estate  loans,4 


2  Full  costs  would  also  include  mortgage  loan  losses.  At  present  such 
losses  are  very  small,  and  future  losses  on  present  holdings  are  extremely  difficult 
to  predict.  If  reserves  for  future  loan  losses  are  considered  part  of  costs,  the  higher 
percentage  of  insured  mortgage  loans  in  banks’  mortgage  Porb°  ios  would  cer¬ 
tainly  be  consistent  with  lower  reserves  per  dollar  of  mortgage  loans 
mercial  banks.  In  general,  in  this  paper,  we  deal  only  with  current  yields  and 

expenses,  omitting  possible  long-run  losses. 

3.  Cf.  Joel  Dean,  Managerial  Economics,  pp.  115,  passim. 

4.  This  is  not  to  deny  the  importance  of  the  profitability  and  portfolio  role 

of  these  new  forms  of  credit. 
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as  well  as  in  bonds  for  income  (as  contrasted  with  bonds  for  liquidity). 
As  a  result,  most  commercial  banks  today  are  full-fledged  multi¬ 
product  firms,  and  most  of  the  new  products  appear  to  be  permanent. 
Second,  commercial  banks  also  qualify  under  the  multiproducts  hy¬ 
pothesis  because  of  their  cost  advantage  on  mortgage  loans.  We  have 
already  demonstrated  that  commercial  banks  can  probably  produce 
mortgage  loans  more  cheaply  than  SLA,  even  on  comparative  full 
costs.  In  practice,  however,  mortgage  loans  of  a  commercial  bank 
need  cover  only  marginal  costs  to  be  profitable  for  the  bank.6  It 
seems  reasonably  certain,  therefore,  that  the  multiproduct  commercial 
banks  can  produce  mortgage  loans  at  a  lower  cost  than  the  highly 
specialized  SLA. 


The  multiple  products  versus  specialized  firm  hypothesis  pre¬ 
sented  here  to  explain  SLA  and  commercial  bank  competition  in  the 
product  market  has  not  been  elsewhere  disputed ;  it  has  been  ignored. 
There  appear  to  be  three  explanations  for  this  fact.  First,  it  has  been 
common  to  attribute  mortgage  lending  in  commercial  banks  to  time 
deposits  rather  than  to  excess  capacity.  This  confusion  probably 
originated  during  the  period  when  the  real  bills  doctrine  was  the 
dominant  principle  of  portfolio  composition.  From  the  valid  notion 
that  time  deposits  could  properly  be  invested  in  long-term  paper  so 
far  as  they  represented  savings,6  it  was  easy  to  infer  the  mistaken 
notion  that  time  deposits  were  responsible  for  long-term  paper  in 
bank  portfolios.  For  sound  portfolio  management,  time  deposits 
may  indeed  be  necessary  for  mortgage  lending,  but  time  deposits 
per  se  do  not  make  mortgage  lending  desirable. 

Second,  the  multiple  products  hypothesis,  with  its  stress  on 
excess  capacity,  may  also  have  been  ignored  because  it  seemed  to 
be  irrelevant.  There  is  a  prevailing  notion  that  mortgage  loans  are 
desirable  for  their  earnings.  If  this  were  the  case,  banks  with  time 
deposits  would  seek  mortgage  loans  without  reference  to  excess 
capaci  y.  e  fact  is  that  mortgage  loans  are  not  independently 
esira ie  or  t  eir  earnings,  compared  with  the  average  returns  on 
t  e  balance  of  a  bank’s  loan  portfolio.  To  prove  our  contention,  we 
need  to  compare  the  average  return  on  mortgagee  with  the  average 

b.itUwe°n  a  her!0ans'.  Thls  '"formation  is  not  directly  available, 
but  we  can  approximate  it  indirectly.  The  average  return  on  mem. 

time  deposits  and  .  .  .  since  these  ‘  that  •  •  •  banks  carry 

properly  invest  part  of  their  funds  in  Inn  t  ePresent  savings,  the  banks  may 
of  Banking  Theory,  p  269  “  “  l0ng-term  PaPer’”  Lloyd  Mints,  A  History 
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ber  bank  total  loans  is  higher  than  the  average  return  on  member 
SLA  mortgages.7  It  will  be  shown  later  that  SLA  earn  more  on 
mortgages  than  commercial  banks.  Therefore,  member  bank  earn¬ 
ings  on  all  except  mortgage  loans  are  higher  than  on  mortgage  loans. 
Moreover,  average  loan  costs  for  mortgages  are  not  less  than  average 
costs  for  all  other  loans  combined.  We  conclude,  therefore,  that 
mortgage  loans  must  earn  less  than  the  average  return  on  the  balance 
of  the  bank’s  loan  portfolio. 

Finally,  it  has  been  common  to  overstate  the  extent  of  competi¬ 
tion  in  commercial  banking,  with  a  failure  to  be  alerted  to  oligopoly 
strategy  in  banking  markets.  In  fact,  most  banks  operate  in  local 
loan  markets  with  a  high  degree  of  market  concentration.  An  oli¬ 
gopolistic  price  stabilization  can  degenerate  into  cutthroat  price 
competition  under  the  pressure  of  excess  capacity.  As  Robert  Lanzi- 
lotti  has  shown,  the  development  of  a  new  product  to  absorb  excess 
capacity  can  help  to  forestall  ruinous  price  competition.8 

Our  examination  of  comparative  costs  strongly  suggests  that 
commercial  banks  could  afford  to  pay  the  same  interest  rates  as 
SLA  —  certainly  they  could  narrow  the  gap  —  if  costs  were  the  only 
relevant  consideration.  In  fact,  commercial  banks  do  not  pay  the 
same  rate,  and  we  have  shown  this  is  not  because  of  an  inherent  cost 
disadvantage.  Since  the  explanation  for  the  failure  of  commercial 
banks  to  pay  higher  interest  rates  cannot  be  discovered  on  the  supply 
side  of  the  market,  we  turn  to  an  examination  of  demand  in  the 
product  market. 

Cross-elasticities  of  demand.  The  disparity  between  SLA  and 
commercial  bank  interest  stems  partly  from  the  nature  of  their 
product  markets.  For  our  purposes,  the  relevant  product  market 
can  be  subdivided  into  three  categories:  (1)  insured  residential  mort¬ 
gages,  (2)  noninsured  residential  mortgages,  and  (3)  commercial  and 
industrial  mortgages.  In  this  analysis,  the  relevant  demand  concept 
is  the  cross-elasticity  of  demand  for  the  products  of  both  lenders. 

Cross-elasticities  of  demand  are  not  the  same  for  all  mortgage 
submarkets.  For  example,  in  the  market  for  insured  residential 
mortgages,  the  cross-elasticity  of  demand  approaches  infinity  for 

7.  Cf.  Federal  Home  Loan  Bank  Board,  Combined  Financial  Statements, 
1954,  p.  7,  and  Federal  Reserve  Bulletin,  “Member  Bank  Operating  Ratios,” 
(averages  of  individual  bank  ratios)  for  each  year.  Generally,  only  the  two  largest 
size  categories  of  member  banks  earned  less  on  total  loans  than  SLA.  earned  on 
mortgages. 

8.  Cf.  Robert  Lanzilotti,  “Multiple  Products  and  Oligopoly  Strategy:  A 
Development  of  Chamberlin’s  Theory  of  Products,  this  Journal,  LXVIII  (Aug. 
1954),  461-74. 
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both  SLA  and  commercial  banks.9  For  SLA,  the  cross-elasticity  of 
demand  for  noninsured  residential  (conventional)  mortgages  is  high, 
but  distinctly  smaller  than  for  insured  residential  mortgages.  More¬ 
over*  the  cross-elasticity  of  demand  for  noninsured  residential  mort¬ 
gages  is  greater  for  commercial  banks  than  for  SLA.  On  the  other 
hand,  the  cross-elasticity  of  demand  for  commercial  and  industrial 
mortgages  is  greater  for  SLA  than  for  commercial  banks,  and  is 
greater  for  both  lenders  than  the  cross-elasticity  of  demand  for 
residential  mortgages. 

The  reasons  for  the  partial  insulation  of  some  mortgage  sub- 
markets  and  for  the  different  cross-elasticities  are  partly  legal  and 
partly  traditional.  For  example,  the  legal  loan-to- value  ratio  on 
noninsured  residential  mortgages  is  higher  for  SLA  than  that  per¬ 
mitted  for  commercial  banks.  Other  things  being  equal,  this  would 
lower  the  cross-elasticity  of  demand  for  SLA  for  the  category  of 
borrowers  interested  in  the  nonoverlapping  range  of  loan-to-value 
conventional  mortgages.  Similarly,  the  permissible  maximum  matu¬ 
rity  of  commercial  bank  mortgages  (except  insured  mortgages)  has 
been  substantially  less  than  for  SLA.  Other  things  being  equal,  this 
would  tend  to  reduce  commercial  bank  participation  in  the  compara¬ 
tively  high-earning  conventional  mortgage  field.  In  general,  in  the 
residential  mortgage  area  commercial  banks  face  a  more  restrictive 
legal  environment  than  SLA.  On  the  other  hand,  federal  SLA  “.  .  . 
are  prohibited,  with  certain  limited  exceptions,  from  investing  more 
than  15  per  cent  of  their  assets  ...  on  properties  other  than  one-to- 
four  family  residences.”1  This  prohibition  restricts  SLA  participa¬ 
tion  in  the  commercial  and  industrial  mortgage  market.2 

Commercial  banks  are  bound  by  their  traditional  conservatism 
as  well  as  by  legal  restrictions.  This  conservatism  is  particularly 
reflected  in  the  heavy  reliance  on  mortgage  insurance  by  commercial 
banks.  Moreover,  commercial  banks  take  only  the  preferred  risks 
among  conventional  loans  and  charge  lower  rates  on  such  mort- 
gages,3  whereas  SLA  are  clearly  disposed  to  assume  riskier  loans. 
These  different  attitudes  to  risk-bearing  also  segment  the  mortgage 
market. 

he  segmentation  of  the  mortgage  market  and  the  different 


9.  In  practice,  this  has  been  somewhat  obscured,  because  FHA  and  VA 
mortgage  rates  are  administratively  determined,  and  the  official  rate  is  usually 
the  actual  rate.  J 


1.  Norman  Strunk,  op.  cit.,  pp.  174-75. 

2.  At  the  present  time  SLA  are  below  their 
mortgage. 


legal  limit  on  this  type  of 


3.  Cf.  Roland  I.  Robinson,  The  Management  of  Bank  Funds,  p.  234. 
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cross-elasticities  of  demand  in  the  various  submarkets  are  reflected 
in  the  rates  earned  on  different  mortgages.  For  example,  in  1947  both 
lenders  earned  higher  average  returns  on  conventional  mortgages 
than  on  insured  mortgages.4  Similarly,  early  in  1955  the  most 
typical  rate  on  conventional  loans  made  by  SLA  was  4^  per  cent 
and  under  for  only  2  per  cent  of  SLA,  5  per  cent  for  46  per  cent  of 
SLA,  5 Yi  per  cent  for  16  per  cent  of  SLA,  and  more  than  5}^  per 
cent  for  fully  36  per  cent  of  the  reporting  institutions.5  Thus,  when 
more  than  half  of  the  SLA  were  charging  5^  per  cent  or  more  on 
conventional  mortgages,  the  insured  mortgage  rate  was  only  4^  per 
cent  on  FHA  and  VA  mortgages.  Not  only  are  average  rates  on 
conventional  mortgages  higher  than  on  insured  mortgages,  but  SLA 
also  earn  higher  rates  on  conventional  mortgages  than  commercial 
banks.6  Because  of  the  cross-elasticities,  it  is  also  not  surprising  that 
both  lenders  earn  more  on  residential  mortgages  than  on  commercial 
and  industrial  mortgages.7 

The  significance  of  these  rate  differences  for  total  mortgage  earn¬ 
ings  is  more  fully  appreciated  in  connection  with  portfolio  distribu¬ 
tions  for  both  lenders.  In  1947,  for  example,  44  per  cent  of  out¬ 
standing  bank  residential  loans  on  one-to-four  family  homes  earned 
less  than  5  per  cent,  compared  with  13  per  cent  for  SLA;  16  per  cent 
of  the  banks’  volume  carried  a  contract  rate  of  6  per  cent  or  more, 
compared  with  29  per  cent  for  SLA.8  Or,  again,  at  the  end  of  1955, 
52  per  cent  of  the  total  volume  of  commercial  bank  residential  mort¬ 
gages  was  insured;  only  23  per  cent  of  SLA  mortgage  volume  was 
insured.9 

We  have  shown  that  the  mortgage  market  is  not  a  homogeneous 
market  and  that  cross-elasticities  of  demand  are  not  the  same  for  all 
submarkets  of  the  mortgage  market.  The  weight  of  the  evidence 
further  suggests  that  SLA  concentrate  more  than  commercial  banks 
in  the  higher-yielding  segments  of  the  market.  To  this  extent,  SLA 
can  pay  higher  interest  rates  than  commercial  banks. 

Comparative  use  of  savings  deposits.  The  ability  to  engage  in 
rate  competition  is  also  affected  by  the  comparative  use  of  savings 

4.  J.  E.  Morton,  Urban  Mortgage  Lending:  Comparative  Markets  and  Experi¬ 
ence  (Princeton,  1956),  p.  82. 

5.  Based  on  a  survey  reported  by  Don.  M.  Dailey  in  Savings  and  Loan  News, 
June  1955,  p.  71. 

6.  Morton,  op.  cit.,  pp.  80,  81,  173. 

7.  Ibid.,  p.  82. 

8.  Ibid.,  p.  81. 

9.  Computed  from  Federal  Reserve  Bulletin,  Nov.  1956,  pp.  1225—26.  For 
1951  the  corresponding  figures  were  50  per  cent  for  commercial  banks  and  26 
per  cent  for  SLA. 
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deposits  in  SLA  and  commercial  banks.  As  one  commercial  banker 
put  it,  SLA  .  .  can  and  do  pay  more  attractive  rates  of  return 
because  they  earn  more,  through  investing  nearly  100  per  cent  of 
their  savings  in  high-rate,  long-term  mortgage  loans.”1  By  contrast, 
commercial  bank  mortgages  account  for  only  30  to  45  per  cent  of 
time  deposits.2  Moreover,  commercial  banks  invest  a  substantial 
proportion  of  the  balance  of  their  time  deposits  (other  than  legal 
reserves)  in  bonds,  and  bank  investments  generally  earn  less  than 
mortgage  loans. 

The  low  ratio  of  mortgages  to  time  deposits  in  commercial  banks 
is  partly  owing  to  an  absence  of  suitable  mortgage  applications. 
Similarly,  the  high  bond  investment  ratios  are  partly  a  residual 
employment  of  excess  capacity  for  which  no  suitable  loan  alterna¬ 
tives  (of  all  kinds)  are  available.  Banker  conservatism  about  liquid¬ 
ity  also  explains  low  mortgage  ratios.  Mortgages  are  long-term 
investments  and  bankers  want  them  to  be  buttressed  by  ample 
liquidity.  Savings  account  turnover  is  an  important  determinant 
of  liquidity  need,  and  bank  turnover  is  much  higher  than  SLA  turn¬ 
over.3  Moreover,  during  the  last  twenty  years  SLA  have  been  will¬ 
ing  to  rely  heavily  on  the  Federal  Home  Loan  Banks  to  meet  unusually 
severe  withdrawals,  whereas  commercial  banks  are  often  reluctant 
to  borrow  at  the  Federal  Reserve.  Finally,  in  past  years  SLA  man¬ 
agers  worried  less  than  commercial  bankers  about  liquidity,  because 
SLA  were  not  considered  to  be  demand  institutions.  At  present, 
however,  SLA  must  operate  on  what  amounts  to  a  demand  basis. 
Accordingly,  the  liquidity  problem  is  receiving  more  attention  among 
SLA  managers  than  ever  before.4 

Comparative  tax  treatment.  One  final  factor  may  influence  the 
comparative  interest  payments  on  savings  accounts  by  commercial 
banks  and  SLA  —  their  different  tax  treatment.  Since  1952  both 
have  been  subject  to  federal  income  taxes.  Both  also  set  aside 
reserves  for  losses.  However,  the  tax  treatment  for  SLA  losses  is 
generally  conceded  to  be  more  generous  at  present  than  that  for 


Calculated  from  figures  in  FDIC, 


1.  Freeman,  op.  cit.,  p.  27. 

2.  The  range  is  for  different  size  banks. 

Annual  Report,  1954,  pp.  132-33  and  134-35. 

c  ^  savings  account  withdrawals  from  banks  were  46  per  cent 

of  the  average  amount  of  time  deposits,  but  only  27  per  cent  of  average  savings 
at  bLA.  VVithdrawals  relative  to  new  deposits  also  appear  to  be  higher  for  banks 
„if"SLAM  Cf.  Banking  Aug.  1955,  p.  48,  and  Savings  and  Loan  News, 
Jan  1955,  p.  69.  Cf  also  U.  S  Savings  and  Loan  League,  “Quarterly  Letter  on 
Savings  and  Home  Mortgages,"  Sept.  1951. 

pp  39^4?  f°r  eXample’  Savin9s  and  L<>an  News,  June  1955,  p.  36,  and  Dec.  1955, 
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commercial  banks.  Clearly,  differential  tax  treatment  is  not  an 
element  of  economic  efficiency,  but  equally  clearly,  differential  tax 
treatment  can  influence  comparative  interest  payments  on  savings 
accounts. 

In  summary,  commercial  banks  are  at  no  competitive  disadvan¬ 
tage  with  SLA  in  rate  competition  for  savings  so  far  as  costs  are 
concerned.  They  are  at  a  disadvantage,  however,  because  of  their 
lower  earnings  on  mortgages,  a  smaller  percentage  of  savings  deposits 
in  mortgages,  and,  possibly,  the  preferential  tax  treatment  for  SLA. 

IV.  Conclusions 

1.  The  erosion  of  the  formerly  dominant  position  of  commercial 
banks  in  the  savings  field  has  been  concomitant  with  the  growing 
institutionalization  of  the  savings  process.  During  the  postwar 
period  the  most  serious  loss  of  position  has  been  to  SLA.  An  under¬ 
standing  of  the  forces  responsible  for  this  shift  among  financial  inter¬ 
mediaries  is  important  both  for  theory  and  for  public  policy. 

2.  The  generally  accepted  explanation  for  the  shift  in  position 
is  the  interest  rate  difference  coupled  with  the  increased  salesman¬ 
ship  of  SLA.  This  popular  explanation  is  superficial;  it  is  half  wrong; 
and  it  is  seriously  incomplete  in  the  remainder.  It  is  superficial 
because  it  leaves  many  important  questions  unanswered;  it  is  half 
wrong  because  the  interest  rate  difference  has  actually  declined  (or 
remained  constant  in  absolute  terms)  precisely  during  the  period  of 
rapid  relative  growth  of  SLA;  it  is  seriously  incomplete  in  the  remain¬ 
der  because,  during  the  period  studied,  many  factors  were  involved 
in  the  relative  decline  of  commercial  bank  savings,  quite  independ¬ 
ently  of  increased  salesmanship  by  SLA.  The  major  factors  respon¬ 
sible  for  the  shift  have  been  the  increased  size  of  savers,  the  increase 
in  the  total  number  of  savers,  the  construction  boom,  and  the  changed 
preference  functions  of  individual  savers  in  favor  of  SLA.  The 
changed  preference  patterns  are,  in  turn,  related  to  the  growth  of 
income,  the  growth  of  personal  savings,  the  increase  in  liquid  assets 
of  individuals,  and,  as  a  final  re-enforcing  factor,  the  intensive  prod¬ 
uct  competition  by  SLA.  The  relative  shift  was  probably  also  re¬ 
enforced  by  a  cumulative  process  engendered  by  the  initial  transfers. 

3.  The  future  struggle  for  savings  accounts  must  concentrate 
on  price  and  product  competition  and  political  action.  Ran  ing  a 
serious  economic  decline  or  special  circumstances  ad\  erse  to  SLA, 
product  competition  probably  cannot  reverse  the  present  trend, 
though  it  can  retard  its  rate.  Any  significant  reversal  of  present 
shares  would  have  to  involve  price  (rate)  competition. 
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4.  The  probable  outcome  of  price  competition  depends  on  the 
comparative  competitive  strength  of  commercial  banks  and  SLA. 
In  turn,  this  depends  on  comparative  cost  factors,  comparative 
demand,  comparative  use  of  savings  accounts,  and  comparative  tax 
treatment.  The  commercial  bank  savings  deposit  rate  need  not  be 
lower  than  SLA  rates  because  of  any  cost  handicap  of  the  former. 
Commercial  bank  rate  competition  is  hampered,  however,  by  lower 
earnings  on  mortgages,  a  smaller  percentage  of  savings  deposits  in 
mortgages,  and,  possibly,  preferential  tax  treatment  for  SLA.  Other 
things  being  equal,  therefore,  more  effective  rate  competition  by 
banks  will  probably  impair  their  net  earnings  position. 
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I.  Introduction 

A.  Purpose  of  the  Analysis 

The  systematic  collection  of  data  on  expectations  and  plans  of 
firms  dates  back  almost  two  decades  and  has  grown  in  importance 
since  the  end  of  World  War  II.1  The  purpose  of  the  present  paper 
is  to  explore  the  usefulness  of  survey  data  on  capital  outlay  plans  and 
sales  expectations  in  economic  forecasting.  Of  the  three  main  series 
on  investment  plans  which  are  currently  being  compiled  in  the  United 
States,  this  paper  focuses  on  only  one,  namely,  the  “Annual  Survey 
of  Business  Anticipations  of  Plant  and  Equipment  Expenditures” 
collected  by  the  Securities  and  Exchange  Commission  and  the  Depart¬ 
ment  of  Commerce.2 

Several  previous  investigations  of  this  and  other  surveys  have 
concentrated  on  cross-section  analyses,  i.e.,  on  the  relation  between 

*  The  present  paper  is  an  outgrowth  of  the  project  “Expectations  and 
Economic  Fluctuations”  financed  by  a  grant  from  the  Merrill  Foundation  for  the 
Advancement  of  Financial  Knowledge,  and  carried  out  at  the  University  of 
Illinois  under  the  direction  of  the  senior  author.  The  research  reported  herein 
was  supported  in  part  by  a  research  grant  from  the  Graduate  School  of  Industrial 
Administration,  Carnegie  Institute  of  Technology.  The  paper  was  completed  at 
Carnegie  Institute  of  Technology  in  May,  1957. 

1.  Probably  the  earliest  efforts  in  this  area  are  represented  by  the  survey 
of  capital  outlay  plans  carried  out  in  Sweden  since  1930.  Since  that  time  the 
collection  of  similar  data  has  been  imitated  in  many  other  countries,  including 
the  United  States.  In  the  postwar  period  surveys  have  also  been  conducted  on  a 
number  of  other  anticipatory  variables,  such  as  prices,  profits,  sales,  and  employ¬ 
ment.  Notable  examples  of  such  surveys  are  those  conducted  by  Dun  and 
Bradstreet  in  the  United  States,  and  by  the  IFO-Institute  in  Germany. 

2.  The  other  surveys  are  the  McGraw-Hill  Publishing  Company’s  Depart¬ 
ment  of  Economic  Surveys,  “Business’  Plans  for  New  Plants  and  Equipment”; 
and  the  “Quarterly  Survey  of  Capital  Appropriations  of  the  1000  Largest  Manu¬ 
facturing  Firms,”  conducted  by  the  National  Industrial  Conference  Board  and 
published  in  The  Conference  Board  Record. 
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anticipations  and  realizations  of  individual  firms.  The  present  paper, 
on  the  other  hand,  while  it  has  benefited  from  these  earlier  studies, 
notably  those  of  Friend  and  Bronfenbrenner  and  of  Eisner,3  is  con¬ 
cerned  exclusively  with  the  time-series  analysis  of  the  data,  that  is, 
with  assessing  the  usefulness  of  aggregate  investment  plans  and  sales 
anticipations  in  forecasting  broad  aggregates.  Such  a  time-series 
analysis  is  the  most  relevant  one  in  so  far  as  one  is  interested  in  fore¬ 
casting  aggregates;  cross-section  analyses  are  of  only  indirect  value 
in  this  respect. 

However,  up  to  this  date  a  series  of  sufficient  length  for  time- 
series  analysis  has  not  been  available.  At  this  writing  the  annual 
SEC-Commerce  Survey  provides  data  covering  both  investment  plans 
and  sales  expectations  for  a  period  of  nine  years.  This  is  a  body  of 
data  which  is  by  now  worth  exploring,  even  though  conclusions 
derived  from  it  must  be  regarded  as  somewhat  tentative. 

Section  II  of  this  paper  is  devoted  to  an  analysis  of  the  record 
of  the  anticipatory  data  as  direct  forecasts.  Simple  comparisons 
between  anticipated  and  actual  investment  have  been  made  previ¬ 
ously  by  a  number  of  authors,  especially  in  the  Survey  of  Current 
Business ,4  The  analysis  presented  in  Section  IIA  differs  from  these 
earlier  studies  in  that  it  attempts  to  evaluate  systematically  the  pre¬ 
dictive  ability  of  investment  plans  by  developing  various  relevant 
standards  of  comparison.  Furthermore,  the  desirability  of  making 
certain  adjustments  to  the  data,  notably  adjustments  for  changes  in 
price  level,  is  examined  and  tested.  In  Section  IIB  a  similar  analysis 
is  applied  to  the  sales  anticipations  reported  by  the  Survey,  a  body  of 
data  which,  so  far,  has  received  little  attention. 

Section  III  analyzes  possible  uses  of  the  anticipatory  data  other 
than  in  direct  forecasts.  Here  primary  reliance  is  placed  on  the 
Realization  Function  Approach,”  a  theoretical  framework  which 
relates  the  realization  of  investment  plans  to  the  realization  of  sales 
and  other  anticipations.  A  brief  outline  of  this  framework  is  provided 


.  F  Friend,  and  J.  Bronfenbrenner,  “Business  Investment  Programs  and 
Their  Realization,”  Survey  of  Current  Business,  Dec.  1950,  and  “Plant  and 
qmpment  Progiams  and  Their  Realization,”  Short-Term,  Economic  Forecasting 
{Studies  in  Income  and  Wealth,  XVII,  National  Bureau  of  Economic  Research, 
rinceton,  1955),  pp.  53-111;  and  R.  Eisner,  “Expectations,  Plans  and  Capital 
Expenditures  ;  A  Synthesis  of  Ex  Post  and  Ex  Ante  Data  (Based  on  the  McGraw- 
i  Data)  Proceedings  of  the  Conference  on  Expectations,  Uncertainty,  and  Business 
Behavior .Social  Science  Research  Council,  October  27-29,  1955,  forthcoming. 

4.  Cl.  also  ‘Statistics  on  Business  Plant  and  Equipment  Expenditure 
expectations,  Report  of  the  Consultant  Committee  on  Business  Plant  and  Equip- 
ment  Expenditure  Expectations,  organized  by  the  Board  of  Governors  of  the 
Federal  Reserve  System  at  the  request  of-  the  Sub-Committee  on  Economic 
Statistics  of  the  Joint  Committee  on  the  Economic  Report,  Washington,  D.C., 
July  1955,  especially  p.  32.  &  ’  ’ 
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in  Section  IIIA.  This  is  followed  in  Section  IIIB  by  the  formulation 
of  a  simple  model  which  demonstrates  this  approach,  and  which  is 
capable  of  empirical  testing  with  the  data  at  hand.  The  empirical 
results  of  the  tests,  which  were  generally  quite  satisfactory,  are 
reported  in  Section  IIIC,  while  additional  consequences  of  the  model 
are  discussed  in  the  following  section.  Finally,  some  forecasting 
implications  of  this  approach  are  presented  in  Section  HIE. 

B.  Nature  of  the  Data 

The  Commerce-SEC  data  used  in  the  analysis  are  estimates  of 
national  aggregates  of  plant  and  equipment  expenditures  of  the  pre¬ 
vious  year,  and  anticipated  expenditures  for  the  current  year,  based 
on  questionnaires  returned  by  a  sample  of  firms  in  each  of  the  indus¬ 
trial  categories.  Because  the  anticipations  and  actual  expenditures 
are  reported  in  different  years,  problems  of  comparability  arise  on 
several  levels.  First,  at  the  level  of  the  firm,  because  of  personnel 
turnover  and  other  reasons,  changes  in  interpretation  and  reporting 
methods  may  occur  between  the  time  the  anticipation  is  filed  and  the 
time  the  actual  expenditures  are  reported.  Second,  the  sample  of 
respondents  also  changes  somewhat  from  year  to  year,  as  does  the 
universe  of  firms  in  the  various  industries.  These  changes  must  be 
recognized  in  the  method  of  “blowing  up”  the  sample  to  obtain  an 
estimate  of  the  aggregate  statistic.  The  method  used  has  actually 
been  altered  several  times  since  the  series  was  begun  in  1947.  In 
fact,  in  several  instances  the  procedure  employed  in  estimating  antici¬ 
pated  expenditures  from  the  sample  at  the  beginning  of  the  year  was 
different  from  that  used  in  estimating  actual  expenditures  at  the  end 
of  the  year. 

For  these  reasons  published  figures  on  anticipated  expenditures 
are  not  directly  comparable  with  the  latest  and  presumably  most 
reliable  figures  for  actual  expenditures.  As  a  result  the  data  on  antici¬ 
pated  expenditures  presented  in  the  table  below  involve  certain 
adjustments  and  do  not  necessarily  agree  with  the  latest  published 
figures.5  The  purpose  of  these  adjustments  is  to  make  the  series  as 
far  as  possible  comparable  with  the  latest  Commerce-SEC  series  on 
actual  outlays.6 

5.  The  figures  on  revised  anticipated  capital  outlays  can,  however,  be 
reconstructed  from  the  table  of  percentage  changes  in  anticipated  and  realized 
investment  given  in  M.  Foss  and  V.  Natrella,  “Ten  Years’  Experience  With 
Business  Investment  Anticipations/’  Survey  of  Current  Business ,  Jan.  1957,  p.  17. 
Unrounded  figures  were  made  available  to  the  authors  through  the  cooperation 
of  Mr.  Larry  Bridge  of  the  Department  of  Commerce. 

6.  It  should  be  noted  in  this  connection  that  what  one  would  really  like 
to  test  is  whether  the  anticipations  accurately  forecast  actual  investment.  Opera¬ 
tionally,  however,  the  only  thing  it  is  possible  to  test  is  how  well  they  forecast 
the  Commerce-SEC  estimates  of  actual  investment. 
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II.  Direct  Forecasting  Value  of  the  Anticipatory  Data 
A.  Capital  Outlay  Plans 

The  first  three  columns  of  Table  I  present  for  each  year  actual 
expenditures,  It,  expenditures  anticipated  at  the  beginning  of  the  year, 
It(t  —  1)  and  the  forecast  error  as  a  percentage  of  actual  expenditure. 
Part  A  of  the  table  relates  to  manufacturing  and  Part  B  to  the  aggre¬ 
gate  of  all  industries  included  in  the  survey.  As  an  indication  of 
over-all  forecasting  accuracy  of  the  anticipatory  data,  the  average 
absolute  error  of  forecast  is  presented  in  row  a(i)  of  column  (3).  This 
measure  is  the  average  error  computed  by  disregarding  signs,  so  that 
errors  of  opposite  sign  do  not  offset  each  other. 

The  average  error,  as  well  as  the  errors  for  individual  years, 
appears  to  be  relatively  small  with  the  single  exception  of  1950.  The 
large  error  in  this  year  is  not  surprising,  however,  because  the  begin¬ 
ning  of  the  Korean  War  occurred  in  the  middle  of  that  year  and  its 
consequent  effects  on  investment  activity  could  hardly  have  been 
anticipated  at  the  beginning  of  the  year.  It  appears  therefore  that 
the  omission  of  the  year  1950  may  serve  to  provide  a  more  reliable 
indication  of  the  performance  of  the  anticipatory  data.  Accordingly 
all  measures  of  accuracy  presented  in  the  table  have  been  computed 
including  and  excluding  1950.  The  significance  of  the  figures  of 
column  (3)  is  difficult  to  evaluate  in  the  absence  of  an  appropriate 
yardstick.  One  useful  standard  which  has  been  frequently  utilized 
in  recent  years  in  assessing  the  quality  of  forecasts  is  represented  by 
the  error  resulting  from  the  so-called  “naive  model”:  “next  year  will 
be  like  this  year.”  Denoting  by  It  the  level  of  investment  expenditure 
in  any  year  t,  the  naive  model  forecast  for  the  year  t  is  simply  It_1 

and  the  error  of  such  a  forecast  is  given  by  the  formula  ^ — — , 

It 

which  has  been  used  in  computing  the  entries  of  column  (4). 

There  are  two  distinct,  though  closely  related,  senses  in  which 
the  naive  model  error  of  column  (4)  can  be  regarded  as  a  yardstick 
for  the  forecast  error  of  column  (3). 7  In  the  first  place,  a  naive  model 
forecast  is  the  cheapest  and  simplest  method  of  forecasting  one  can 
conceive  of.  It  represents  therefore  a  sort  of  minimal  standard,  a 
zero  point,  from  which  to  measure  the  performance  of  any  alternative 
forecasting  procedure.  Unless  the  alternative  method  can  perform 
at  least  as  well,  it  is  essentially  worthless.  Alternatively,  one  may 

f-'b  F.  Modigliani  and  O.  H.  Sauerlander,  “Economic  Expectations  and 
Plans  of  Firms  in  Relation  to  Short-Term  Forecasting,”  Short-Term  Economic 
forecasting,  XVII,  op.  cit. 
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note  that  the  naive  model  error  for  any  given  year  is,  by  definition, 
identical  with  the  yearly  movement  of  the  series  —  except  for  sign. 
Hence  the  average  absolute  error,  shown  in  rows  a(i)  and  (ii)  of 
column  (4),  represents  the  average  year  to  year  variation  and  may  be 
regarded  as  a  measure  of  the  difficulty  inherent  in  forecasting  the 
variable  under  consideration. 

It  appears  from  column  (4)  that,  in  spite  of  the  stability  of  the 
postwar  period,  investment  expenditure  has  been  subject  to  con¬ 
siderable  yearly  fluctuations.  When  this  variability  is  taken  into 
account,  the  forecasting  record  of  the  anticipatory  data  appears  quite 
favorable,  as  can  be  seen  by  comparing  columns  (3)  and  (4).  In 
particular,  if  1950  is  omitted,  the  naive  model  error  turns  out  to  be 
nearly  five  times  higher  than  that  of  the  anticipatory  data  in  the 
case  of  manufacturing,  and  nearly  three  times  higher  for  the  aggre¬ 
gate  of  all  industries  covered  by  the  survey.8  This  same  result  can 
be  usefully  expressed  in  terms  of  the  “coefficient  of  relative  accuracy” 
computed  by  subtracting  the  average  forecast  error  of  column  (3) 
from  the  average  error  of  the  naive  model  in  column  (4),  and  express¬ 
ing  the  difference  as  a  percentage  of  the  naive  model  error.  This 
coefficient,  shown  in  rows  b(i)  and  (ii)  of  the  table,  measures  the 
proportion  of  the  variability  of  the  series  which  has  been  correctly 
forecasted.  It  has  a  maximum  value  of  100  if  the  forecast  is  perfect 
throughout,  a  value  of  zero  when  the  forecast  is  on  the  average  no 
better  than  a  naive  forecast,  and  a  negative  value  when  it  is  worse. 

It  may  be  noted  that  while  in  terms  of  the  average  absolute 
error  the  forecasting  performance  of  the  manufacturing  sector  appears 
somewhat  poorer  than  that  of  all  industries,  the  difference  very  nearly 
vanishes  in  terms  of  the  coefficient  of  relative  accuracy.  The  larger 
absolute  error  of  the  manufacturing  sector  appears  to  be  accounted 
for  by  the  greater  short-run  variability,  which  in  turn  is  likely  to 
reflect,  at  least  in  part,  the  general  tendency  for  individual  compo¬ 
nents  to  fluctuate  more  than  broad  aggregates. 

A  test  based  on  the  naive  model  which  has  been  used  so  far  may 
be  regarded  as  too  lenient.  Since  the  investment  series  is  available 
on  a  quarterly  basis,  one  could  base  the  naive  model  forecast  on  the 
latest  (seasonally  adjusted)  quarterly  rate,  rather  than  on  the  average 
rate  of  the  last  four  quarters  as  is  done  in  the  test  of  column  (4). 

The  result  of  using  the  fourth  quarter  of  a  year  to  forecast  the 
following  year’s  expenditure  on  plant  and  equipment  is  shown  as 

8.  The  figures  of  column  (4)  probably  tend  to  overestimate  the  success  of 
naive  model  forecasts  since  they  are  based  on  the  latest  revised  figures  rather  than 
on  the  preliminary  estimates  actually  available  at  the  relevant  points  of  time. 


TABLE  I 

Planned  and  Actual  Capital  Outlays,  and  Selected  Measubes  of  Forecast  Accuracy 
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Naive  Model  II  in  column  (5).  The  outcome  represents  an  improve¬ 
ment  over  Naive  Model  I,  but  a  relatively  small  one.  The  coefficient 
of  relative  accuracy  in  column  (5)  shows  that  the  record  of  the  antici¬ 
patory  data  is  quite  good  even  in  terms  of  this  more  stringent  test.9 

An  additional  question  frequently  raised  in  assessing  forecasts  is 
how  well  they  perform  in  predicting  the  direction  of  change,  especially 
at  turning  points.  By  this  criterion,  obviously,  naive  model  forecasts 
are  very  poor.  The  anticipatory  data,  on  the  other  hand,  appear  to 
have  done  reasonably  well  also  in  this  respect.  In  the  course  of  the 
eight  years  covered  by  the  series,  which  included  four  turning  points, 
the  anticipations  for  all  industries  correctly  predicted  the  direction  of 
change  in  all  but  one  instance,  namely  the  increase  of  1950  associated 
with  the  Korean  War.  The  manufacturing  series  missed  one  addi¬ 
tional  turn  in  1955. 

There  remains  one  further  refinement  of  the  naive  model  which 
is  worth  considering  here.  Over  the  period  covered  by  the  investment 
series  there  occurred  substantial  changes  in  prices  and  at  least  part 
of  the  fluctuations  in  the  level  of  investment  resulted  from  such  price 
changes  rather  than  from  changes  in  the  physical  volume  of  invest¬ 
ment.  It  is  therefore  useful  to  examine  the  following  variant  of  the 
naive  model  test,  “Next  year’s  level  of  investment,  valued  at  current 
prices,  will  be  the  same  as  the  current  year’s  level”  (or  “the  same  as 
the  rate  of  the  last  quarter  of  the  current  year”).  Denoting  by  P 
an  appropriate  price  index  for  investment  expenditure,  the  naive 
model  error  becomes 


If,  instead  of  extrapolating  the  current  yearly  rate  it  is  desired  to 
extrapolate  the  rate  of  the  last  quarter  of  the  year,  l/Ju  the  above 


formula  needs  only  to  be  modified  by  replacing  the  term  ^ 

j  j.  ?'  Even  Naive  Model  II  may  be  slightly  biased  in  favor  of  the  anticipatory 
verv  he^nn,wJfeSmfint+P  ans  are  rePorted  toward  th«  middle  rather  than  at  the 
rate  would  hAi»  quart?r-  A  test  based  on  projections  of  the  first  quarter 

is  taken  of  the^  n«  ’  ^  ?PP°site  direction’  especially  when  account 

nerformanL  In  ab  6  kg  “  the  availability  of  information  about  past 

quarter  rate  sueeest  'OUg,'  calculatl°ns  based  on  projections  of  the  first 

q  er  rate  suggest  that  the  conclusions  would  not  be  substantially  altered. 
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by  HI \  &  ,  where  Pt  _  1  is  the  price  level  of  the  last  quarter  of  the 


year  t  —  1.  The  results  of  such  tests,  based  respectively  on  the  latest 
year  (Model  T)  and  on  the  last  quarter  of  the  latest  year  (Model  II ), 
are  shown  in  columns  (6)  and  (7).1 

It  is  apparent  that  these  naive  models  perform  better  than  the 
earlier  ones,  especially  when  the  extrapolation  is  based  on  the  last 
quarter.  None  the  less  the  forecast  error  remains  substantially  higher 
than  that  of  the  anticipatory  data,  two  to  three  times  as  high  when 
1950  is  omitted.  Furthermore,  once  a  price  adjustment  is  introduced 
in  the  naive  model,  it  appears  proper  to  inquire  whether  a  similar 
adjustment  could  and  should  also  be  performed  on  the  anticipatory 
data.  Presumably,  what  the  respondents  to  the  survey  are  reporting 
are  certain  plans  for  physical  investment  valued  at  some  level  of 
prices  anticipated  or  assumed.2  If  this  is  so,  part  of  the  error  of  the 
anticipatory  data  may  reflect  a  failure  to  anticipate  correctly  changes 
in  prices  rather  than  a  failure  to  anticipate  the  correct  volume  of 
investment.  It  would  therefore  be  desirable  to  try  to  establish  how 
well  the  anticipatory  data  perform  in  predicting  the  volume  of 
investments. 


To  carry  out  such  a  test  properly  it  would  be  necessary  to  know 
what  assumptions  about  the  future  level  of  prices  of  investment  goods 
were  utilized  by  the  respondents  in  submitting  their  investment 
anticipations.  Unfortunately  no  precise  information  is  available  on 
this  point.  The  question  was  actually  raised  in  1956  by  the  agencies 
responsible  for  this  survey,  and  the  results  of  this  inquiry  have  been 
partly  reported  in  the  March  1956  Survey  of  Current  Business  (p.  20). 
They  show  that  about  one-third  of  the  firms  supplying  information 
expected  prices  to  rise,  one-third  expected  prices  to  remain  the  same, 
and  one-third  did  not  consider  price  changes.  This  information  is 
unfortunately,  of  very  limited  value  as  it  relates  to  a  single  year  an 
does  not  provide  any  indication  of  the  size  of  the  expected  change  m 
prices  or  the  base  period  to  which  the  change  relates. 

The  authors  of  the  above  quoted  article  seem  to  consider  the  base 
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period  to  be  the  time  at  which  the  questionnaires  are  actually  filled 
out,  which  is  the  beginning  of  the  year.  It  seems  much  more  reason¬ 
able  to  suppose,  however,  that  the  relevant  base  period  is  the  plan¬ 
ning  period,  and  planning  takes  place  much  earlier  as  it  involves 
making  engineering  estimates,  letting  contracts,  cash  budgeting  and 
arranging  for  other  financing.  Hence,  if  the  prices  utilized  in  report¬ 
ing  investment  plans  were  those  of  the  planning  period,  either  because 
no  change  in  prices  was  assumed,  or  because  the  possibility  of  changes 
in  prices  was  disregarded,  one  might  reasonably  guess  that  the  price 
level  implicit  in  the  plans  is  that  of  the  last  half  of  the  year.  From 
the  information  collected  in  1956  we  know,  however,  that  a  sizeable 
proportion  of  the  respondents  takes  expected  price  changes  into  con¬ 
sideration.  It  may  not  be  unreasonable  to  suppose  that  expected 
price  changes  will  tend  to  represent  an  extrapolation  of  recent  trends. 
Hen.ce,  lacking  any  precise  information,  it  has  been  assumed,  as  a 
very  crude  compromise,  that  the  average  prices  implicit  in  the 
reported  investment  plans  are  those  of  the  last  quarter  of  the  year.3 
Needless  to  say,  this  is  an  extremely  crude  solution.  It  is  used  here 
only  for  exploratory  purposes,  pending  the  availability  of  better 
information. 

Column  (8)  of  Table  I  shows  the  yearly  errors  of  the  price- 
adjusted  investment  plans.  For  manufacturing  the  price  adjustment 
decidedly  increases  the  average  forecasting  accuracy.  The  results  are 
less  conclusive  in  the  case  of  all  industries.  While  the  average  error 
is  reduced  somewhat  when  all  years  are  included,  it  rises  slightly  if 
1950  is  omitted.  A  comparison  of  columns  (3)  and  (8)  for  individual 
years  shows  that  the  price  correction  almost  uniformly  reduces  the 
error  with  one  notable  exception,  namely  1951.  In  this  year  the  error 
is  increased  from  1.8  per  cent  to  6.7  per  cent  for  all  industries,  and  even 
for  manufacturing  it  rises  from  0  to  about  5  per  cent.  One  may  well 
suspect  that  the  poor  results  for  this  year  reflect  the  unsatisfactory 
nature  of  this  price  adjustment.  In  view  of  the  unparalleled  increase 
in  prices  which  occurred  throughout  most  of  1950  it  is  not  unreason¬ 
able  to  suppose  that  the  level  of  prices  implicit  in  plans  for  1951  was 
above  that  of  the  fourth  quarter  of  the  year.  In  this  case  the  price 
adjustment  would  overestimate  the  anticipated  level  of  investment  in 
volume  terms,  explaining  the  sizeable  overestimate  of  the  price- 
adjusted  anticipatory  data.  Indeed,  if  the  year  1951  is  omitted  the 
average  absolute  error  for  all  industries  falls  from  2.6  per  cent  for  the 

3.  Second  half  deflators  were  also  tried,  but  the  results  were  less  successful, 
other  possibility,  not  attempted,  is  to  use  one-half  the  change  between  the 
second  half  and  the  following  year. 
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unadjusted  anticipatory  data  to  1.9  per  cent  for  the  price-adjusted 
data.  For  manufacturing  the  corresponding  decrease  is  from  2.9 
per  cent  to  1.6  per  cent.  Finally,  it  may  be  noted  that  the  price- 
adjusted  anticipatory  data  for  both  manufacturing  and  all  industries 
predicted  the  direction  of  change  correctly  in  every  year  except  1950. 

On  the  whole,  the  evidence  suggests  that  if  one  is  interested  in 
forecasting  the  volume  of  investment,  as  is  usually  the  case,  one  could 
usefully  base  such  a  forecast  on  the  planned  volume  of  investment. 
The  planned  volume  of  investment,  in  turn,  could  be  determined  by 
requesting  information  from  the  respondents  as  to  the  level  of  prices 
implicit  in  their  plans.  In  the  absence  of  such  information,  there 
seems  to  be  some  ground  for  assuming  that,  on  the  average,  invest¬ 
ment  anticipations  represent  the  planned  volume  of  investment  stated 
roughly  at  the  level  of  prices  of  the  last  quarter  of  the  year.  This 
assumption  will  be  utilized  in  the  analysis  of  Section  III. 

Before  closing  this  section,  it  is  of  some  interest  to  inquire 
whether  the  anticipatory  data  exhibit  any  systematic  tendency  either 
to  overestimate  or  to  underestimate  the  level  of  investment.  An 
answer  to  this  question  is  provided  by  the  arithmetic  mean  error  of 
forecast  shown  in  rows  c(i)  and  (ii).  A  positive  figure  would  indicate 
a  tendency  for  the  anticipatory  data  to  overestimate  investment, 
while  a  negative  figure  would  indicate  the  opposite  tendency.  It 
appears  from  column  (3)  that  over  the  years  covered  by  this  series, 
the  anticipatory  data  have  systematically  tended  to  underestimate 
the  level  of  investment.  The  error  is  again  somewhat  greater  tor 
manufacturing  than  for  all  industries,  although  if  1950  is  omitted  it 
is  quite  small  in  both  cases.  If  one  could  count  on  a  continuation  of 
this  tendency,  it  would  be  possible  to  obtain  a  better  forecast  from 
the  anticipatory  data  by  adjusting  them  upward  by  an  appropriate 
correction  factor.  However,  one  should  be  careful  in  drawing  infer¬ 
ences  about  systematic  biases  from  the  data  presented.  It  must  be 
remembered  that,  over  the  period  of  observation,  prices  have  on  the 
whole  tended  to  rise.  The  underestimate  therefore  may  merely  reflect 
the  failure  of  the  respondents  to  anticipate  this  price  rise  properly. 
As  a  matter  of  fact,  if  we  look  at  the  behavior  of  the  pnce-adjusted 
anticipatory  data  shown  in  column  (8)  it  is  found  that  once  950  is 
omitted,  the  mean  error  is  approximately  zero  for  manufactunng  a 
slightly  positive  for  all  industries.  We  may  therefore  tentatively 
conclude  that  the  underestimate  observed  in  co  umn  (1)  reflect 
primarily  the  failure  to  anticipate  the  rising  price  trend  of  ‘he  Post¬ 
war  period,  rather  than  any  systematic  tendency  to  underestimate 
the  volume  of  investments. 


34 


QUARTERLY  JOURNAL  OF  ECONOMICS 


B.  Sales  Anticipations 

In  addition  to  their  investment  plans  the  respondents  to  the 
Commerce-SEC  survey  are  also  asked  to  report  sales  expectations, 
though  not  in  actual  dollars  but  rather  in  terms  of  percentage  changes 
over  the  previous  year.  These  expectations  are  analyzed  in  Table  II, 
which,  however,  covers  only  manufacturing  inasmuch  as  for  other 
sectors  a  continuous  series  has  not  been  made  available  by  the  collect¬ 
ing  agencies  on  the  ground  that  the  respondents  were  too  few  and 
hence  the  estimates  unreliable. 

The  actual  level  of  (monthly  average)  sales  reported  in  column  (1) 
is  taken  from  the  Survey  of  Current  Business;  the  anticipated  level  of 
sales  in  column  (2)  is  computed  by  applying  the  anticipated  per¬ 
centage  change  in  sales  to  the  actual  level  of  sales  of  the  previous  year. 
The  remaining  columns  are  obtained  by  an  exact  repetition  of  the 
procedure  used  in  Table  I.  In  order  to  adjust  the  sales  expectations 
for  price  changes  one  should  ideally  have  information  as  to  the  level 
of  prices  implicit  in  the  sales  forecast.  Lacking  such  information  use 
was  again  made  of  the  plausible,  though  not  directly  verifiable, 
assumption  that,  on  the  average,  sales  forecasts  are  stated  in  terms 
of  prices  prevailing  in  the  last  quarter  of  the  year.  The  yearly  index 
of  manufactured  goods  prices  is  denoted  hereafter  by  i r,  and  the  index 
for  the  last  quarter  by  7 r'.4 

The  conclusions  suggested  by  Table  II  may  be  summarized  as 
follows : 

(a)  The  average  forecast  error  of  sales  anticipations  is  somewhat 
higher  than  the  error  of  investment  plans,  in  spite  of  the  smaller 
variability  of  the  series,  as  measured  by  the  average  error  of  Naive 
Model  I.  Accordingly  the  coefficient  of  relative  accuracy  in  terms 
of  this  naive  model  is  well  below  that  obtained  for  investments, 
though  it  is  still  fairly  high. 

(b)  Extrapolation  of  the  fourth  quarter  rate  yields  a  considerably 
smaller  error,  so  that,  when  Naive  Model  II  is  used  as  a  yardstick, 
the  coefficient  of  relative  accuracy  is  reduced  further. 

(c)  Adjustment  for  price  changes  diminishes  markedly  the  error 
of  forecast  of  both  naive  models  but  it  reduces  the  error  of  sales 
anticipations  even  more.  Accordingly,  the  coefficient  of  relative  accu¬ 
racy  for  the  price  adjusted  anticipations  turns  out  to  be  fairly  impres¬ 
sive,  even  in  terms  of  Naive  Model  II. 

(d)  Sales  anticipations  appear  to  have  predicted  correctly  the 
direction  of  change  in  sales  in  every  one  of  the  eight  years,  which 
included  four  turning  points.  The  price-adjusted  anticipations  were 

4.  For  further  details  on  these  indexes,  see  the  Appendix. 
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7,  8,  9,  10:  see  Table  I,  notes  7,  8,  9,  and  10. 
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equally  successful  in  predicting  the  direction  of  change  in  the  volume 
of  sales.  At  the  same  time,  both  the  adjusted  and  the  unadjusted 
anticipations  have  tended  consistently  to  underestimate  the  extent 
of  change,  with  the  single  exception  of  the  year  1952.  This  tendency 
confirms  the  findings  of  the  previous  studies  of  sales  forecasts.5 

(e)  Sales  anticipations  have  on  the  whole  tended  to  underesti¬ 
mate  sales,  as  indicated  by  a  negative  arithmetic  mean  error.  But, 
once  more,  this  result  may  reflect  primarily  the  failure  to  anticipate 
fully  the  rising  trend  of  prices.  Indeed,  for  the  price-adjusted  antici¬ 
pations  the  average  error  is  rather  small,  and  it  vanishes  altogether 
if  1950  is  omitted. 

In  general,  then,  over  the  period  of  observation  the  forecasting 
record  of  sales  expectations  appears  rather  good.  This  conclusion 
takes  on  added  interest  from  the  fact  that  previous  analyses  of  sales 
forecasts  collected  by  other  surveys  have  generally  revealed  rather 
poor  forecasting  performances.5  While  the  present  evidence  is  far  too 
short  and  limited  in  coverage  to  permit  firm  conclusions,  it  does 
suggest  that  yearly  sales  anticipations  hold  some  promise  as  a  direct 
forecasting  device. 


III.  Errors  of  Sales  Anticipations  and  the  Realization  of 

Investment  Plans  —  An  Example  of  the  Realization 

Function  Approach 

A.  Statement  of  the  Problem 

The  present  section  is  concerned  with  examining  whether,  and  to 
what  extent,  the  difference  between  anticipated  and  actual  invest¬ 
ments  —  which  in  the  previous  section  has  been  called  the  error  of 
forecast  of  investment  plans  —  is  affected  by  the  discrepancy  between 
sales  expectations  and  the  actual  course  of  sales  which  is,  of  course, 
the  error  of  forecast  of  sales. 

This  question  is  of  considerable  interest  for  several  reasons.  In 
the  first  place,  both  users  and  analysts  of  the  anticipatory  data  have 
suspected  that  the  remarkably  good  record  of  these  data  in  forecast- 

5.  Cf.  Modigliani  and  Sauerlander,  op.  cit.,  and  R.  Ferber,  The  Railroad 
Shippers  Forecasts  (University  of  Illinois,  Bureau  of  Economic  and  Business 
Research,  1953).  It  should  be  acknowledged  that  a  recent  analysis  of  Dun  and 
Bradstreet  data  by  M.  Hastay,  “The  Dun  and  Bradstreet  Survey  of  Business¬ 
men  s  Expectations,”  Proceedings  of  the  Business  and  Economic  Statistics  Section 
(14th  Annual  Meeting  of  the  American  Statistical  Association,  Montreal, 
Sept.  10-13,  1954),  pp.  93-123,  has  attempted  to  rehabilitate  the  forecasting 
record  of  these  data.  A  forthcoming  paper  by  the  authors,  however,  will  cast 
considerable  doubt  on  Hastay’s  conclusions. 
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ing  the  actual  course  of  capital  outlays  may  have  been  due  to  the 
considerable  stability  in  general  business  conditions  during  the  period 
covered  by  the  series.  Although  the  data  suggest  that,  by  and  large, 
investment  plans  have  been  carried  out  in  the  aggregate,  one  may 
have  doubts  as  to  whether  this  would  continue  to  be  true  in  the 
presence  of  an  unanticipated  marked  business  contraction. 

It  should  be  possible  to  throw  some  light  on  this  question  by  the 
kind  of  analysis  suggested  above.  Although  sales  were  relatively 
stable  over  the  postwar  period,  it  was  shown  in  Section  IIB  that 


there  have  been  repeated,  even  if  moderate,  errors  in  sales  expecta¬ 
tions,  at  least  for  the  manufacturing  sector,  where  the  information  is 
available.  One  can  therefore  examine  whether  such  errors  have  had 
a  systematic  effect  on  the  realization  of  investment  plans.  If  a 
stable  relation  were  uncovered  between  the  two  variables,  this  would 
throw  further  valuable  light  on  the  reliability  of  investment  plans 
as  direct  forecasts  of  investment.  Furthermore  the  stated  relation 
could  be  of  help  in  improving  our  ability  to  forecast  general  economic 
conditions,  as  will  be  shown  in  more  detail  in  Section  HIE. 

The  effect  of  the  disappointment  of  sales  expectations  on  the 
realization  of  investment  plans  has  already  been  repeatedly  and  fairly 
extensively  studied  at  the  cross-section  level,  especially  by  Bronfen- 
brenner  and  Friend  and  by  Eisner.6  By  and  large,  these  studies  have 
indicated  that  there  exists  a  positive  correlation  between  the  error  of 
sales  expectations  (actual  sales  minus  expected  sales)  and  the  error 
of  investment  plans  (actual  investment  minus  investment  plans). 
The  correlation,  however,  is  not  very  pronounced  and  is  mostly  con¬ 
fined  to  a  certain  class  of  firms  which  the  above  authors  have  referred 
to  as  expansionary.7  At  the  time  when  these  tests  were  carried  out, 
cross-section  analysis  was  the  only  practicable  tool  because  the 
anticipatory  data  covered  a  very  short  span  of  years.  With  observa¬ 
tions  now  available  for  eight  years  it  is  possible  to  attempt  to  carry 
out  a  similar  analysis  at  the  time-series  level  even  though  inferences 
based  on  a  sample  of  only  eight  observations  must  be  regarded  as 

Ver^The^relation  between  the  actual  and  planned  behavior  of  the  firm 
on  the  one  hand  and  the  error  of  expectations  on  the  other  has  been 
referred  to  as  “the  realization  function”  in  previous  studies  resulting 
from  the  project  on  “Expectations  and  Economic  Fluctuations. 


6.  Op.  cit.  _  roughly  characterized  as  firms  whose  invest- 

^onary^n^ imne^ansionary Sfirms  beiug^of bourse, C^basedCon°crito^aTthCTXthan 

the  responsiveness  to  the  error  of  forecast. 
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The  nature  of  this  function  has  been  examined  at  some  length  else¬ 
where8  and  therefore  will  be  discussed  only  briefly  here.  It  has  been 
shown  that  there  are  good  a  priori  reasons  for  expecting  that  the  dis¬ 
crepancies  between  actual  and  planned  behavior  should  largely  be 
accounted  for  by  the  discrepancy  between  the  behavior  of  the  environ¬ 
ment  as  anticipated  at  the  time  the  plan  was  made  and  the  actual 
behavior  of  the  environment  over  the  period  to  which  the  plan  refers. 
By  “environment  behavior”  is  meant,  in  this  connection,  the  behavior 
of  all  variables  which  are  outside  the  direct  control  of  the  firm,  as,  for 
instance,  the  behavior  of  demand  for  the  firm’s  product,  prices  to  be 
paid  for  factors  of  production,  the  cost  of  securing  capital,  etc. 

The  asserted  relation  between  the  realization  of  plans  and  the 
error  of  expectations  is  supported  by  the  consideration  that  a  plan 
does  not  represent  a  decision  by  the  firm  as  to  what  it  will  do  at 
various  future  points  of  time.  Decisions,  in  this  sense,  are  made  only 
at  the  time  when  they  are  to  be  carried  out.  A  plan  should  rather  be 
regarded  as  the  best  guess  that  the  firm  can  now  make  as  to  what 
future  course  it  will  adopt  if  the  expectations  held  at  the  time  of  plan¬ 
ning  have  not  changed  significantly.  Such  plans  are  made  not  for  the 
purpose  of  deciding  future  actions,  but  rather  for  the  purpose  of 
deciding  the  best  current  course  of  action.  Thus  a  plan  should  be 
regarded  as  a  conditional  statement  of  what  the  firm  will  do,  if  the 
expectations  are  not  revised  in  subsequent  periods.  The  actual  course 
of  action,  however,  will  eventually  depend  on  the  behavior  of  the 
environment  over  the  planning  period.  If  the  behavior  of  the  environ¬ 
ment  departs  from  expectations,  the  actual  behavior  of  the  firm  will 
also  tend  to  depart  from  plans.  Thus,  by  and  large,  the  discrepancy 
between  actual  and  planned  behavior  should  be  a  function  of  the 
discrepancy  between  the  actual  behavior  of  the  environment  and  the 
anticipated  behavior  the  discrepancy  tending  to  be  smaller  in 
absolute  value,  the  smaller  the  error  of  expectations. 

In  principle,  the  realization  function  should  include  all  variables 
that  may  exert  a  significant  influence  on  the  actual  behavior  of  the 
firm  and  which  are  capable  of  significant  unanticipated  variation  over 
the  interval  covered  by  the  plan.  In  general,  however,  it  need  not 
include  variables  which  may  be  expected  to  exert  an  influence  on  the 
behavior  of  the  firm  if  these  are  not  capable  of  variation  within  the 


nntH8lFA  Modigliani  and  K  J.  Cohen,  “The  Significance  and  Uses  of  Ex  Ante 
,  ■  ,  , 1  umrnary  Jew>  Proceedings  of  the  Conference  on  Expectations,  Uncer- 

nty,  and  Business  Behavior,  Social  Science  Research  Council  Oct  27-29  1955 
ShS;d  lhe  R°le  of  Anticipations  and  Plans  in  the  Econoniy  of  the  Fi 

Busi^t  gnomic  Analysis  and  Forecasting,  Bureau  of  Economic  and 
Business  Research,  University  of  Illinois,  Part  II. 
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interval.  That  is,  it  need  not  include  initial  conditions.  This  is 
because  the  initial  conditions  are  fully  reflected  in  the  plan  itself,  as 
well  as  in  the  anticipations  underlying  the  plan. 

In  the  present  case  the  only  information  available  on  relevant 
expectations  refers  to  sales.  A  priori  considerations,  as  well  as  the 
results  of  the  cross-section  studies  referred  to  above,  suggest  that 
these  are  not  the  only  relevant  variables.  It  would  seem,  nevertheless, 
that  sales  are  a  sufficiently  important  variable  to  justify  formulat¬ 
ing  and  fitting  a  realization  function  for  investment  involving  this 
anticipatory  variable  alone. 

There  remains  the  problem  of  determining  the  exact  form  of  the 
relation  to  be  tested,  which  is  taken  up  in  the  next  section. 

B.  Formulation  of  the  Model 

In  view  of  the  limited  information  available  and  the  shortness  of 
the  series,  the  model  about  to  be  presented  has  been  kept  to  a  maxi¬ 
mum  of  simplicity,  leading  also  to  simple  empirical  tests. 

The  point  of  departure  is  a  well-known  variant  of  the  accelera¬ 
tion  hypothesis.9  Specifically,  the  level  of  investment  planned  at  the 
end  of  year  t  —  1  for  the  year  t  is  taken  to  be  a  fraction  of  the  differ¬ 
ence  between  the  desired  stock  of  capital,  as  seen  at  the  planning  date, 
and  the  existing  stock  adjusted  for  wear  and  tear  in  the  course  of 
the  year.  This  hypothesis  can  be  stated  formally  as  follows: 


(1)  It(t  -  1)  =  T  [Kdt(t  -  1)  -  (1  -  W--J  • 

The  three  variables  appearing  in  this  equation,  It(t  -  1),  Kdt(t  -  1) 
and  represent,  respectively,  planned  investments  for  the  year  t, 

the  desirable  stock  of  capital  and  the  actual  stock  of  capital,  as  of  the 
planning  date,  all  regarded  as  measured  in  “real”  terms,  i.e.,  at  prices 
of  some  chosen  base  year.  The  parameter  S  denotes  the  fraction  of 
the  initial  stock  expected  to  be  worn  out  in  the  course  of  the  year  t 
and  y  is  a  coefficient  measuring  the  speed  with  which  firms,  on  the 
average,  endeavor  to  adjust  the  stock  of  capital.  Both  5  and  7,  as 
well  as  the  remaining  coefficients  about  to  be  introduced,  will  be 
regarded  as  approximately  constant  over  the  period  of  time  relevant 

for  the  analysis.  , 

In  line  with  the  notion  of  the  acceleration  principle,  the  optimum 

stock  of  capital  as  seen  at  the  planning  date  can  be  expressed  as 


(1)  ai 
tion, 

Formation  ( Studies  in  Incoi 
Research,  Princeton,  1957). 


Income  and  Wealth,  XIX,  National  Bureau  of  Economic 
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(2)  Kd(t  -  1)  =  aS(t  -  1) 

where  S(t  —  1)  denotes  the  rate  of  sales  which  the  firm  should  be 
geared  to  meet,  as  anticipated  at  the  planning  point,  and  a  is  the 
so-called  capital  coefficient  (or  acceleration 'coefficient).1  Substituting 
from  (2)  into  (1)  yields 

(3)  It{t  -1)  =  7[aS(t  -1)  -  (1  - 

By  analogous  reasoning,  the  optimum  stock  of  capital,  as  seen 
in  the  light  of  conditions  actually  prevailing  in  the  yrear  t  —  the 
ex  post  optimum  as  we  may  call  it  —  will  be 

Kdt  =  aS(t ) 


where  S(t)  represents  the  revised  anticipated  rate  of  sales.  Therefore 
the  “ex  post  desirable”  level  of  investment,  say  I],  can  be  expressed  as 

(4)  It  =  y[aS(t)  -  (1  -  6)Kt_J. 

The  actual  level  of  investment  in  the  year  t  can  then  be  expected  to 
represent  a  weighted  average  of  the  initially  planned  investment  and 
the  ex  post  desirable  investment,  i.e., 

(5)  it  =  pi]  +  (i  -  p)at  - 1)  =  at  - 1)  +  p[i]  -  at  - 1)] 

where  0  may  be  regarded  as  a  measure  of  the  speed  with  which  initial 
plans  for  the  given  year  are  modified  within  the  year  itself  in  the  light 
of  information  accruing  in  the  course  of  the  year.  Now,  making  use 
of  (3)  and  (4),  the  quantity  in  brackets  in  (5)  can  be  reduced  to 

!’t  -  at  -  1)  =  7[oS(0  -  (1  -  «)/£,_  J  -  y [aS(t  -  1) 

-  (i  -  -  s(t  -  i)]. 

Substituting  this  result  into  (5)  jdelds 


(6)  It  —  It(.t  —  1)  +  0ya[S(f)  —  S(t  —  1)]. 


No  direct  information  is  available  on  the  variables  S(t)  and 
—  1)  appearing  in  the  above  equation.  We  do,  however,  have 
information  on  the  level  of  sales  anticipated  for  the  near  future, 
St(t  -  1)  and  we  may  conjecture  that  the  change  in  the  relevant 
long-run  sales  expectations  will  largely  depend  on  the  extent  to  which 


■  !;rThe  COefTfident  “  i!*.  in  general,  not  determined  exclusively  by  technical 
Tt  ma-v  lnclude,  for  instance,  appropriate  allowances  for  a  normal 
^row  S  tlnTnf  C?PaC1oy  r6lattd  t0  ,the  short-run  variability  and  the  long-run 
and  also  H  R  Ph  ^  tdls  po.int  the  reference  cited  in  the  preceding  note 

metrica  Vol  20  Ti11  ry >  r c aPa city  and  the  Acceleration  Principle,”  Econo- 

etnca,  Vol.  20  (Jan.  19o2),  and  A.  Kisselgoff  and  F.  Modigliani  “Private 

Industry  and  the  AcceWiZ  Principie  ” 
Kemew  of  Economics  and  Statistics,  XXXIX  (Nov.  1957).  H 
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these  shorter-run  anticipations  have  been  confirmed,  or  have  failed 
to  be  confirmed,  by  the  actual  course  of  sales.  We  propose,  therefore, 
to  approximate  the  quantity  S(t )  —  S(t  —  1)  in  terms  of  observables 
as  ft  llows: 

(7)  S(t )  -  S(t  -  1)  =  M[St  -  St(t  -  1)], 

where  the  proportionality  factor  n  is  akin  to  the  Hicksian  elasticity 
of  expectations.  From  (7)  and  (6)  we  now  derive 

(8)  It  =  It(t  ~  1)  +  —  St(t  —  1)],  b  =  nPya, 


which  represents  the  desired  realization  function,  expressing  invest¬ 
ment  as  a  function  of  investment  plans  and  the  sales  forecast  error. 
It  will  be  noted  that  in  this  equation  the  initial  stock  of  capital,  Kt  _  lt 
no  longer  appears.  This  variable,  in  spite  of  its  obvious  influence 
on  investment  (which  is  recognized  explicitly  in  equations  (3)  and 
(4)),  is  an  initial  condition,  and  therefore  does  not  appear  explicitly 
in  the  realization  function.  Its  influence  on  investment  is  exerted 
entirely  through  planned  investment,  which  depends,  of  course,  on 
the  initial  stock  of  capital,  as  well  as  on  other  initial. conditions.2 

Equation  (8)  is  not  yet  in  a  form  entirely  suited  for  empirical 
testing  because  all  the  variables  are  measured  in  prices  of  some  base 
year,  whereas  the  survey  data  to  be  utilized  in  the  tests  are  measured 
in  current  prices.  However,  equation  (8)  can  readily  be  expressed  in 
terms  of  current  prices.  Denote  respectively  by  P t  and  irt  the  average 
value  of  the  price  index  of  investment  goods  and  of  finished  products 
in  the  year  t  relative  to  the  base  year.  Similarly  denote  by  Pt- 1  and 
_  1  the  average  level  of  prices  relative  to  the  base  year  implicit  in 


2  For  the  sake  of  simplicity  the  reasoning  leading  up  to  the  realization 
function,  equation  (8),  has  glossed  over  a  number  of  technical  details  necessary 
for  a  more  rigorous  and  general  formulation.  The  desired  stock  of  capital  is 
presumably  affected  by  initial  conditions  other  than  the  initial  stock  of  capital, 
e  g  by  balance  sheet  variables,  and  by  anticipatory  variables  other  than  sale, 
expectations,  e.g.,  the  availability  and  cost  of  funds  If  these  variables  appeared 
in  equations  (2)  and  (4j  in  additive  form,  the  initial  conditions  would  again  drop 
out  in  the  realization  function,  although  additional  terms  expressmg  disappoint¬ 
ment  of  other  expectations  would  appear.  (Some  of  these  disappointment  te 
mav  represent  the  difference  between  initially  held  expectations  and  expec^tio 
held  at  a  later  point  of  time  that  relate  to  the  more  distant  future.)  brut  al  condi 
tions  not  entering  in  linear  form,  by  contrast,  may  appear  as  parameters  in  t 
realization  function.  Such  refinements  do  not  appear  warranted  for  the  present 
analysis  in  view  of  the  nature  of  the  data  available  at  the  Pre®ent  t™e,  ,  .  , 

Finally  it  must  be  recognized  that  the  various  hypotheses  stated  in  the 
text  are  of  a’ stochastic  nature,  and  accordingly  each  of  the  corresponding  equa¬ 
tions  should  have  contained  a  random  term.  Thisis  especial  y  t™e^^the 
formulation  given,  many  relevant  variables  have  been  omitted^  theu  effect  mu 
be  regarded  as  subsumed  in  the  random  term.  These  random  terms  have  been 

omitted  in  the  text  for  brevity. 
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the  investment  plans  and  in  the  sales  forecast  for  the  year  t.  Then 
equation  (8)  can  be  rewritten  as 


(9) 


h  =  w *)  +  6  r _  st(t  -  in 

Pt  Pt-l  L  TTt  7Tj_1  J 


where  It  and  St  again  represent  investment  and  sales  in  current 
prices  and  similarly  for  the  corresponding  anticipations.  If  we  now 
multiply  both  sides  of  this  equation  by  Pt,  and  for  brevity  let 

*v. 

=  r.(t  E,  =  fa,  -  S,(t  -  1)  -5-1^, 

rt- 1  L  *1  - 1 J  7T< 

hypothesis  (9)  can  be  conveniently  rewritten  as 
(19)  Jt  z=  Xt  -(-  bEtt 

which  can  be  generalized  to 


(10  )  It  —  aXt  +  bEt  +  c 

to  allow  for  the  possibility  of  systematic  biases  in  investment  plans, 
as  discussed  below.  Hypothesis  (10')  can  be  tested  directly  from 
available  Commerce-SEC  data,  if  one  is  willing  to  approximate 
Pt  _ !  and  r't  _  j  by  the  corresponding  price  indexes  for  the  last  quarter 
of  the  previous  year,  as  suggested  in  Section  II. 

In  addition  to  the  hypothesis  just  developed  an  alternative  for¬ 
mulation  will  also  be  tested  in  the  next  section.  The  reason  for 
formulating  a  variant  of  the  hypothesis,  which  is  given  in  equation 
(120  below,  is  that  estimates  of  the  parameters  of  equation  (10') 
obtained  by  the  method  of  least  squares  may  be  subject  to  some  bias 
because  of  the  sizable  range  of  the  dependent  variable.3  This  danger 
can  be  reduced  by  dividing  all  terms  by  a  suitable  scale  factor.  In 
previous  analyses  of  data  of  this  type  at  the  cross-section  level  the 
value  of  fixed  assets  has  been  commonly  used  as  the  divisor.4  Unfor¬ 
tunately  this  method  cannot  be  utilized  here  because  reliable  informa¬ 
tion  on  aggregate  fixed  assets  is  not  readily  available.  Hence  the 
following  alternative  procedure  has  been  adopted.  One  can  first 
transpose  the  planned  investment  term  of  equation  (9),  obtaining 


(ID 


Pt 


It(t  -  1) 

P't- 1 


=  6  ^  ‘>1 

L-71’*  TTt -l  J 


or  constaL'T^ nbrTmed,that  ^  data  have  the  ProPerty  of  homoscedasticity, 
vari^c? £  vZoTtiLu°UIh°Ut  the  r86'  R  seems  far  more  likely  that  the 
4  Friend  nnH  n  <°  ,  °  exPecte(l  value  of  the  dependent  variable. 

4.  hriend  and  Bronfenbrenner,  op.  cit.,  and  Eisner,  op.  tit. 
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Now  it  is  possible  to  divide  each  side  by  either  variable  found  there, 
to  wit,  It/Pt  or  It(t  —  l)/P't-i  on  the  left,  and  St/irt  or  St(t  —  l)/7r^_i 
on  the  right.  In  particular,  selecting  the  anticipatory  variables  for 
the  divisors,  one  obtains5 

(l2)  atm  -  as  -  d/pI-i)  _  ,,rov^)  -  (st(t  -  i)A',_1n 

itQ-D/Pl-i  L  8t(t-  J 

In  this  equation  the  left-hand  side  expression  (multiplied  by  100) 
represents  the  percentage  error  of  investment  plans,  denoted  here¬ 
after  for  brevity  by  l't,  while  the  expression  in  brackets  on  the  right 
hand  (multiplied  by  100)  is  the  corresponding  percentage  error  of 
sales  expectations,  denoted  hereafter  by  Et.  Hypothesis  (12)  can 
again  be  broadened  to 
(12')  I't  =  h%  +  c' 

and  a  positive  (negative)  value  of  the  constant  term  can  readily  be 
interpreted  as  indicating  a  systematic  downward  (upward)  percentage 
bias  of  investment  plans. 

While  equation  (12')  has  certain  statistical  advantages  over  (10'), 
it  also  has  certain  drawbacks  in  that  there  is  no  clear  analytical 
justification  for  dividing  the  two  sides  of  (11)  by  two  different  quan¬ 
tities.  None  the  less,  hypothesis  (12')  is  clearly  a  sensible  one  and 
has  the  further  advantage,  as  compared  with  that  of  equation  (9), 
that  it  involves  only  two  variables  whose  relation  can  be  exhibited 
graphically  on  a  scatter  diagram. 


C.  Empirical  Results 

Proceeding  to  the  empirical  test  of  the  hypotheses,  the  following 
results  are  obtained  for  equation  (10'): 

(13)  It  =  0.91-Xj  +  0.031Et  +  0.98,  R  =  0.989* 

(±0.05)  (±0.011) 

(all  variables  measured  in  billions  of  dollars).7 

5  The  choice  of  the  anticipatory  variable  for  the  divisor  is  dictated  by 
considerations  of  convenience  for  forecasting  purposes.  While  the  left  side  of  (12) 
does  not  directly  yield  a  forecast  of  investment,  as  is  true  for  equation  (9),  a 
forecast  can  be  obtained  very  simply  by  first  multiplying  both  sides  of  equation 
(12)  bv  It  it  -  l)/Pt-l  which  is  known  in  advance,  and  then  adding  this  same 
quantity  to  the  result.  This  manipulation  immediately  yields  the  forecast  of  the 
volume  of  investment,  It/Pt-  This  volume  forecast  can  then  be  expressed  in 
terms  of  any  desired  price  level  by  multiplying  by  the  corresponding ^pnce  index 
In  particular,  one  can  obtain  a  forecast  of  the  value  of  mvestment  in  the  following 
year  by  multiplying  by  the  forecasted  level  of  prices. 

6.  Adjusted  for  degrees  of  freedom.  •  m 

7.  It  should  be  noted  that,  in  the  computation  of  the  variable  Et,  St  and 
St(t  -  1)  were  measured  in  terms  of  yearly  sales  rather  than  average  month  y 
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In  terms  of  standard  statistical  criteria  these  results  are  rather 
favorable  to  the  hypothesis  presented.  Focusing  on  the  critical  vari¬ 
able  for  this  test,  namely  E,  it  is  found  that  its  regression  coefficient 
“passes”  the  customary  test  of  significance  at  the  5  per  cent  level.  In 
other  words,  the  error  of  sales  expectations  appears  to  exert  a  signifi¬ 
cant  effect  on  the  relation  between  investment  plans  and  actual 
investment.  Another  view  of  these  results  can  be  gained  from 
Table  III  which  presents  actual  investments  together  with  the  value 
calculated  from  (13)  and  the  corresponding  hypothetical  percentage 


TABLE  III 


h 

h  X 

CD 

(2) 

(3) 

194S 

9,176 

9,134 

0.5 

1949 

7,260 

7,149 

1.6 

1950 

7,401 

7,491 

-1.2 

1951 

11,351 

10,S52 

4.6 

1952 

11,605 

11.632 

-0.2 

1953 

11,821 

11,908 

-0.7 

1954 

10,694 

11,038 

-3.1 

1955 

11,338 

11,439 

-0.9 

Average  Absolute  Error 

1.6 

error  of  forecast.  It  appears  that  (13)  provides  a  remarkably  accurate 
“explanation"  of  investment  for  most  years,  including  1950.  The 
most  noticeable  exception  is  the  year  1951  when,  as  noted  earlier, 
the  error  may  have  resulted  from  an  overcorrection  for  price  changes  ; 
presumably  more  direct  information  on  prices  implicit  in  the  anticipa¬ 
tions  would  reduce  such  errors.  A  comparison  of  column  (3)  with 
column  (8)  of  Table  IA  indicates  that,  with  the  help  of  (13),  one  can 
account  for  nearly7,  60  per  cent  of  the  average  discrepancy'  of  3.8 
per  cent  between  actual  investments  and  the  price-adjusted  invest¬ 
ment  plans. 

A  further  bit  of  evidence  for  the  usefulness  of  this  approach  is 
provided  by  the  results  of  extrapolating  this  equation  to  the  year 
1956,  which  was  not  included  in  estimating  the  regression  coefficients. 


sales  as  in  Section  IIB.  Also,  m  estimating  (13)  the  year  1950  was  not  excluded 
for  its  omission  does  not  seem  appropriate  here,  even  though  it  was  appropriate 
m  the  analysis  of  Section  II.  The  point  is  that,  in  the  present  section,  the  error  in 
sales  anticipations  is  taken  into  account  and  it  is  not  apparent  that  the  effect  of  a 
forecast  error  resulting _from  an  unanticipated  military  emergency  is  necessarily 
qualitatively  different  from  the  effect  of  errors  arising  from  other  unanticipated 
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In  this  year  manufacturers’  investment  plans,  adjusted  for  price 
changes,  amounted  to  S15.7  billion,  an  overestimate  of  4.9  per  cent 
over  actual  outlays  of  the  year,  which  came  to  $15.0  billion.  How¬ 
ever,  sales  expectations  overestimated  actual  sales  by  3.9  per  cent 
(after  adjustment  for  price  changes),  or  by  $12.9  billion  out  of  $321 
billion.  Utilizing  these  values  in  equation  (13)  yields  a  computed 
investment  of  $14.8  billion,  which  represents  an  error  of  only  1.2 
per  cent. 

The  numerical  estimates  of  the  coefficients  of  (13)  also  deserve 
some  comments.  The  coefficient  of  Xt  is  seen  to  fall  short  of  unity, 
and  fairly  significantly  so,  when  account  is  taken  of  its  standard 
error.  This  finding,  per  se,  would  imply  that  investment  plans  tend 
systematically  to  overestimate  investment  by  approximately  9  per 
cent,  even  when  there  is  no  error  of  sales  expectations.  This  apparent 
tendency  is,  however,  largely  offset  by  the  constant  term  which 
implies  an  underestimation  also  roughly  on  the  order  of  10  per  cent. 
This  combination  of  a  relatively  low  coefficient  of  Xt  offset  by  a 
relatively  high  constant  term  indicates  that  plans  do  not,  on  the 
average,  tend  to  over-  or  underestimate  the  level  of.  investment  —  as 
was  already  suggested  by  the  analysis  of  Section  II  —  but  that  they 
do  tend  to  overestimate  systematically  the  extent  of  year  to  year 
change. 8  This  tendency  is  diametrically  opposite  to  that  noted  for 
sales  anticipations. 

Proceeding  to  the  test  of  the  alternative  hypothesis  (12'),  one 
obtains  the  following  results 


t  =  l.blE't  +  0.54  r  =  0.85 

(14)  (±0.34) 


which  can  again  be  regarded  as  quite  satisfactory,  the  correlation 
coefficient  being  significant,  by  standard  criteria,  at  the  1  per  cent 
level.  The  relation  between  /'  and  E'  is  also  exhibited  in  the  scatter 
diagram  of  Figure  I,  together  with  the  regression  line.  The  positive 
estimate  for  the  constant  term  indicates  that  plans  have  a  systematic 
downward  bias,  but  the  indicated  bias  is  negligibly  small  —  about 
one  half  of  1  per  cent  —  which  is  in  line  with  previous  results.  Also, 
according  to  the  regression  coefficient,  a  1  per  cent  error  in  sales 


8  This  tendency  can  be  detected  even  by  a  direct  comparison  of  actual 
with  anticipated  investment  corrected  for  price  changes,  and  can  be  inferred  from 
Table  IA  by  comparing  the  figures  of  column  (8)  with  those  of  column  (6).  I 
will  be  seen  'that  in  the  five  years  in  which  investment  r^  by  more  than^per  cent 

the  anticipated  to  Tm  For  Stad^teTdato  oi 

cXm^Mhia  phenomenon  in  not  readily  apparent  because  it  is  hidden  by  the 
prevailing  underestimation  of  price  changes. 
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expectations  tends  to  generate  an  excess  of  investment  over  plans 
by  roughly  1.5  per  cent.  As  the  scatter  shows,  these  results  are 
heavily  influenced  by  the  extreme  observation  of  1950.  It  does  not 
seem,  however,  that  they  are  entirely  due  to  this  extreme  observa¬ 
tion.  Indeed,  if  one  is  willing  to  discount  the  observation  for  the 
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year  1951  for  the  reasons  repeatedly  mentioned,  the  remaining  points 
are  seen  to  fall  roughly  into  a  line  with  the  year  1950.  Furthermore, 
the  observation  for  the  year  1956,  again  not  utilized  in  the  regression, 
falls  almost  exactly  on  the  regression  line.9 

D.  Some  Analytical  Implications 

The  empirical  results  of  the  previous  section  provide  some  inter¬ 
esting  though  tentative  insights  into  the  influence  of  current  business 
conditions  on  investment.  In  the  first  place,  these  results  indicate 
that  realization  of  plans,  and  hence  the  actual  level  of  investments 
during  a  given  year,  is  indeed  influenced  by  the  course  of  economic 
activity  in  the  same  year,  at  least  to  the  extent  that  this  course  affects 
the  behavior  of  current  sales.  (Current  developments  may,  of  course, 
influence  the  realization  of  plans  through  other  links,  though  this 
possibility  cannot  be  analyzed  at  present,  lacking  anticipatory  data 
other  than  those  on  sales.)  Specifically,  equation  (9)  is  seen  to  imply 
that  the  real  volume  of  investment  in  a  given  year,  It/Pt>  is  a  linear 
function  of  the  volume  of  sales  in  the  same  year,  St/irt,  since  the 
remaining  two  variables,  investment  plans  and  sales  expectations,  are 
given  as  of  the  beginning  of  the  year,  and  therefore  are  not  subject 
to  change  during  the  course  of  the  year.  By  comparing  equation  (9) 
with  equations  (10)  and  (13),  it  is  seen  that  a  quantitative  estimate 
of  the  effects  of  current  sales  on  investment  is  provided  precisely  by 
the  coefficient  of  the  variable  E  in  (13),  namely,  0.031.  Since  both 
investment  and  sales  are  measured  in  billions  of  dollars  at  1947 
prices,  this  coefficient  implies  that  a  change  of  $1  in  current  yearly 
sales  tends  to  change  current  investment  by  about  3  cents  in  the 
same  direction.1 

9.  Similar  tests  were  also  carried  out  for  the  data  without  adjustment  for 
price  changes.  The  equation  corresponding  to  equation  (13)  in  the  text  is 
(13')  It  =  0.91  It(t-1)  +0.026  (St  -  St(t-l)  +  1.02.  R  =  0.995 

( =*=0.04)  (±0.005) 

The  multiple  correlation  coefficient,  as  well  as  the  standard  errors  of  the  regression 
coefficients,  would  seem  to  indicate  that  the  unadjusted  data  yield  better  . 
results.  However,  for  the  reasons  cited  in  the  text,  there  are  strong  a  priori 
reasons  for  regarding  the  price-adjusted  model  as  more  meaningful,  and  hence 
more  reliable  in  the  long  run.  Actually,  for  1956  the  predicted  value  of  invest¬ 
ment  computed  from  equation  (139  Is  $14.64  billion,  which  represents  an  error 
of  2.1  per  cent,  considerably  poorer  than  the  error  of  1.2  per  cent  obtained  from 
the  extrapolation  of  equation  (13).  The  counterpart  to  equation  (14)  which 
omits  the  price  adjustments  is 

(14')  Ft'  =  1-03  Et  +  1.79.  r  =  0.88 

(±0.21) 

Comments  similar  to  the  above  apply  here  also.  , 

1.  This  statement  applies  strictly  only  for  the  volume  of  m vestment  and 
sales  measured  in  base  year  prices,  i.e.,  in  the  present  instance,  1947  prices. 
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This  estimate  can  be  compared  with  the  results  obtained  for  the 
alternative  formulation  of  equation  (14).  According  to  this  equation, 
a  1  per  cent  error  in  sales  forecasts  tends  to  alter  investment  by 
1.5  per  cent  of  the  planned  figure.  To  convert  this  relation  between 
per  cent  errors  to  a  relation  between  actual  investment  and  actual 
sales,  one  needs  to  multiply  this  1.5  per  cent  by  the  ratio  of  invest¬ 
ment  to  sales.2  While  this  ratio  has,  of  course,  varied  from  year  to 
year,  it  is  of  the  order  of  1/25,  indicating  that  a  change  of  $1  in  cur¬ 
rent  sales  has  tended  to  affect  investment  by  1.5/25  =  0.06,  or  6  cents 
per  dollar.  This  estimate  is  somewhat  larger  than  that  provided  by 
equation  (13),  but  it  is  not  inconsistent  with  that  estimate  when 
account  is  taken  of  the  effect  on  both  estimates  of  sampling  fluctua¬ 
tions,  as  shown  by  the  standard  errors. 

These  results  suggest  that  although  current  sales  have  a  system¬ 
atic  effect  on  current  investment,  this  effect  is  quantitatively  rather 
small,  especially  as  compared  with  what  one  might  expect  from  the 
acceleration  principle  in  its  original  strict  formulation.  According  to 
this  formulation,  the  stock  of  capital  adjusts  instantaneously  to  the 
rate  of  sales  so  that  investment  is  proportional  to  the  rate  of  change 
of  sales.  The  factor  of  proportionality  is  the  capital  coefficient,  the 
a  of  equation  (2),  which  represents  the  ratio  of  the  optimum  stock  of 
capital  to  yearly  sales.  If  this  model  were  correct,  an  increase  in  the 
yearly  rate  of  sales  above  the  expected  rate  should  lead  to  an  increase 
in  investment  over  plans  equal  to  the  unexpected  increase  in  the  rate 
of  sales  times  the  capital  coefficient.  In  other  words,  the  coefficient 
of  the  variable  E  in  equation  (13)  would  be  equal  to  the  capital 
coefficient  a. 

There  is  very  little  statistical  information  on  the  size  of  the 
capital  coefficient  for  manufacturing  industries.  All  the  information 
that  is  available,  however,  indicates  that  it  is  a  great  deal  larger  than 
the  coefficient  of  0.03  of  equation  (13)  or  even  the  larger  estimate  of 
0.06  derived  from  equation  (14).  For  example,  the  actual  ratio  of 
the  book  value  of  fixed  assets  to  the  value  of  annual  sales  in  recent 


However,  it  can  be  seen  from  equation  (10)  and  the  definition  of  El  that  this 
re  ation  is  approximately  valid  also  in  terms  of  current  prices  inasmuch  as  the 
ratio  Ftl-m  is  generally  close  to  unity,  prices  of  investment  goods  and  finished 
products  generally  tending  to  move  closely  together. 

2.  The  regression  coefficient  of  equation  (14), 


the  elasticity  of  investment  with  respect  to  sales, 
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years  has  been  of  the  order  of  45  cents  per  dollar  of  yearly  sales.3 
Furthermore,  this  figure  undoubtedly  underestimates  the  capital 
coefficient  substantially  in  that  in  a  period  of  rising  prices,  book 
value  (the  only  measure  available)  is  considerably  below  replacement 
cost,  which  is  the  relevant  measure.4 

The  finding  that  the  effect  of  a  change  in  current  sales  on  invest¬ 
ment  is  very  much  smaller  than  any  reasonable  estimate  of  the  cap¬ 
ital  coefficient  is,  of  course,  fully  consistent  with  our  model  according 
to  which  the  coefficient  of  the  variable  E  is  not  simply  a  but  represents 
instead  the  product  of  a  and  three  other  coefficients.  Each  of  these 
coefficients  may  be  expected  to  be  well  below  unity:  y,  because  the 
adjustment  in  the  stock  of  capital  will  be  planned  to  occur  but  grad¬ 
ually  over  time;  a,  because  current  sales  may  be  expected  to  have 
but  a  limited  influence  on  the  longer-run  sales  outlook  which  controls 
the  stock  of  capital  that  is  eventually  to  be  secured;  /3,  because  of 
the  difficulty  of  revising  plans  in  the  short  run,  even  when  expecta¬ 
tions  have  been  revised  in  the  light  of  current  events. 

Unfortunately  the  analysis  does  not  per  se  provide  a  direct 
numerical  estimate  of  the  individual  coefficients.  It  can  be  used, 
however,  to  shed  at  least  some  light  on  the  possible  value  of  the  crit¬ 
ical  product  n/3  which  measures  the  effect  of  current  sales  experience 
on  the  current  rate  of  investment.  Clearly  this  product  must  be 
larger  than  zero,  for,  if  it  were  zero  - —  as  would  happen  if  plans  were 
absolutely  rigid  one  year  ahead  or  the  behavior  of  current  sales  had 
no  effect  at  all  on  longer-run  anticipations  —  then  the  coefficient  of  E 
would  itself  be  zero.  But  to  draw  more  specific  inferences  would 
require  quantitative  information  not  only  about  a  but  also  about  y. 
Unfortunately,  very  little  is  known  at  present  about  y.  Some  very 
fragmentary  evidence  relating  to  specific  manufacturing  industries 
suggests  that  it  might  be  on  the  order  of  one-third  to  one-fifth.5  If 
then  the  value  of  a  is  estimated  at  between  .5  and  1,  which  is  probably 
still  a  conservative  estimate,  it  would  appear  that  the  value  of  m/3  is 
not  likely  to  be  larger  than  .5,  and  it  is  probably  considerably  lower, 
possibly  on  the  order  of  .1  or  even  less. 

3.  Based  on  Quarterly  Financial  Reports,  United  States  Manufacturing 
Corporations,  Federal  Trade  Commission  and  Securities  and  Exchange  Com¬ 
mission. 

4.  Some  information  on  capital  coefficients  is  being  provided  by  the  so-called 
interindustry  studies  or  input-output  analyses.  This  information  cannot  be 
utilized  for  present  purposes  because  of  obvious  aggregation  problems.  However, 
Harold  J.  Barnett,  in  his  comment  to  Hickman,  op.  cit.,  p.  465,  suggests  that  the 
capital  coefficient  might  be  closer  to  2. 

5.  See  F.  Modigliani,  “Comment  on  ‘Capacity,  Capacity  Utilization,  and 

the  Acceleration  Principle,’  ”  op.  cit. 
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In  summary,  the  evidence  available  at  present  suggests  that,  on 
the  average,  both  investment  plans  and  long-run  expectations  tend 
to  be  fairly  rigid  in  the  short  run,  with  the  result  that  the  effect  of 
current  sales  on  current  investment,  though  not  entirely  absent,  is 
rather  minor.  Furthermore,  the  results  of  Table  III  suggest  that  the 
effect  of  current  events  other  than  sales  is  also  not  likely  to  be  very 
pronounced.6  These  conclusions  must,  of  course,  be  regarded  as 
extremely  tentative.  In  the  first  place,  they  are  based  on  very  few 
observations  and  on  very  uncertain  estimates  of  a  and  7.  Second, 
and  more  important,  over  the  period  of  observation  there  is  but  a 
single  instance  in  which  sales  were  significantly  above  expectations 
—  namely  the  year  1950  which  can  hardly  be  regarded  as  representa¬ 
tive  —  and  no  single  instance  in  which  sales  fell  significantly  short 
of  expectations.  It  is  quite  conceivable  that  in  the  presence  of  a  sub¬ 
stantial  disappointment  of  sales  expectations  there  would  be  con¬ 
siderably  more  readiness  to  adjust  plans  downward  than  is  sug¬ 
gested  by  the  observations  presently  available. 

On  the  other  hand,  if  the  apparent  short-run  unresponsiveness  of 
investment  is  confirmed  by  further  analysis,  this  finding  would  have 
rather  far-reaching  analytical  and  policy  implications.  From  an 
analytical  point  of  view,  for  instance,  it  would  imply  that  the  level  of 
investment  over  intervals  on  the  order  of  a  year  or  less  can  be  explained 
fairly  closely  in  terms  of  lagged  variables  alone.  From  the  policy 
point  of  view  it  would  strengthen  the  case  of  those  who  doubt  the 
short-run  effectiveness  of  monetary  and  credit  policies  in  controlling 
the  rate  of  investment  in  fixed  capital.7 

E.  Some  Forecasting  Implications 

A  few  remarks  are  still  needed  concerning  possible  forecasting 
applications  of  realization  functions  of  the  type  represented  by  equa- 

6.  It  may  be  suggested  that  this  unresponsiveness  of  investment  to  current 
events  merely  reflects  the  fact  that  commitments  involved  in  investment  in  plant 
and  equipment  must  be  made  with  long  lead  times,  and  that  plans  simply  report 
these  commitments.  It  would  follow,  if  this  were  the  case,  that  all  one  would 
need  for  accurate  forecasts  of  investment  is  information  on  commitments.  While 
this  point  could  never  be  refuted  by  a  time-series  analysis,  it  is  a  type  of  problem 
on  which  cross-section  evidence  can  shed  much  light.  The  analysis  of  this  evi¬ 
dence  (see  references  in  note  3,  p.  24)  would  seem  to  cast  considerable  doubt  on 
this  proposition.  In  any  event,  the  recently  initiated  survey  of  capital  appro¬ 
priations  by  the  National  Industrial  Conference  Board  should  soon  provide 
further  evidence  on  this  point. 

..  ^ [)*  e  that  even  if  this  conclusion  is  valid,  it  does  not  imply  that  monetary 
policy  is  altogether  ineffective  in  influencing  the  level  of  investments.  It  merely 
indicates  that  the  effectiveness  of  such  policies  is  not  very  significant  in  the  short 
run,  i.e  for  spans  on  the  order  of  a  year.  However,  monetary  and  credit  policy 
may  still  have  a  significant  lagged  effect  by  affecting  investments  for  later  periods. 


FORECASTING  USES  OF  ANTICIPATORY  DATA 


51 


tions  (13)  and  (14).  As  indicated  earlier  these  equations  do  not 
directly  yield  a  forecast  of  investment  in  the  coming  year.  While 
two  of  the  variables  appearing  in  the  equations,  namely  It(t  —  1)  and 
St(t  -  1),  are  known  at  the  beginning  of  the  year,  to  make  a  forecast 
one  still  needs  to  know  the  level  of  sales  for  the  year,  St.s  Under  these 
circumstances  it  would  appear  as  though  these  equations  are  of  little 
help  in  forecasting,  for  they  require  a  prior  forecast  of  St,  while  gen¬ 
erally  the  main  purpose  of  forecasting  It  is  precisely  that  of  arriving 
at  a  forecast  of  the  level  of  activity,  of  which  St  is  itself  a  good 
measure. 

In  spite  of  this  circularity,  realization  functions  of  the  type  of 
equations  (13)  and  (14)  can  be  effectively  exploited  for  forecasting 
purposes  by  imbedding  them  in  broader  models  which  explicitly  or 
implicitly  take  into  account  the  interdependent  nature  of  economic  vari¬ 
ables.  Such  models  may  either  take  the  form  of  a  closed  econometric 
system  of  simultaneous  equations  of  the  type  made  familiar  by  the 
work  of  Tinbergen,  Klein  and  others,8 9  or  they  may  take  a  less  formal 
structure  as  those  underlying  many  variants  of  the  extensively  used 
Gross  National  Product  approach.1 

The  way  in  which  a  relation  of  the  type  of  equation  (13)  can  be 
utilized  in  either  of  these  approaches  can  be  sketched  out  by  taking  a 
very  simple  illustration.  One  may  begin  with  equation  (13)  (although 
what  follows  is  just  as  applicable  if  one  used  equation  (14)  as  an 
alternative)  by  assuming  tentatively  that  the  level  of  sales  will  be 
exactly  the  level  anticipated.  Since  E  is  then  equal  to  zero,  the  tenta¬ 
tive  forecast  of  investment  can  be  computed,  utilizing  only  known 
information  on  plans.  From  this  computed  investment,  and  certain 
other  relations  such  as  the  relation  between  consumption  and  income, 
i.e.,  a  consumption  function,  one  can  then  compute  the  level  of  income 
(and  of  consumption)  which  would  correspond  to  the  given  level  of 
investment.  From  the  known  level  of  income  one  can  project  the 


8.  For  the  purpose  of  the  present  discussion  the  assumption  is  made  that 
prices  remain  at  the  level  of  the  previous  year,  or,  equivalently,  that  consideration 
is  limited  to  forecasting  the  volume  of  investment.  In  order  to  forecast  the  value 
of  investment  it  would  be  necessary  in  addition  to  be  able  to  forecast  changes  in 
the  price  level.  In  what  follows,  therefore,  the  symbol  It  is  used  to  denote  the 
volume  of  investment,  i.e.,  in  notation  used  previously,  It/Pt,  and  similarly  for 
the  remaining  symbols. 

9.  Cf.  J.  Tinbergen,  Statistical  Testing  of  Business  Cycle  Theories,  Volume  2, 
“Business  Cycles  in  the  United  States  of  America,  1919-1932,  League  of  Nations, 
Economic  Intelligence  Service  (Geneva,  1939);  L.  Klein,  Economic  Fluctuations 
in  the  United  States,  Cowles  Commission  Monograph  No.  11  (New  York,  1950). 

1.  See,  for  instance,  E.  C.  Bratt,  Business  Cycles  and  Forecasting  (Home- 
wood,  Ill.,  1953),  especially  chaps.  17  and  18,  and  the  references  cited  therein. 
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level  of  sales  which  would  be  generated  by  this  level  of  income.2  One 
can  then  compare  this  computed  level  with  sales  anticipations.  If 
the  value  of  computed  sales  agrees  with  the  forecast  of  sales,  the 
value  of  E  will  be  zero,  indicating  that  the  tentative  forecast  of 
investment  is  consistent  with  the  sales  implications  of  this  investment 
plan  and  that,  therefore,  the  initial  forecast  need  not  be  adjusted 
further.  The  final  forecast  has  then  been  reached.  If,  on  the  other 
hand,  E  is  different  from  zero,  a  second  estimate  of  investment  can 
be  made  by  utilizing  equation  (13)  again.  From  this  estimate  a  new 
estimate  of  income  and  of  sales,  and  a  new  value  for  E  may  be 
obtained,  which  can  again  be  compared  with  its  initial  value.  This 
procedure  can  be  repeated  until  one  finds  a  value  of  E  such  that  the 
level  of  investment  corresponding  to  it  generates  a  level  of  sales 
equal  to  that  implicit  in  the  initial  value  of  E. 

This  iterative  procedure  is,  of  course,  not  necessarily  the  com¬ 
putational  method  one  would  apply.  The  actual  process  utilized 
would  depend  on  the  specific  nature  of  the  over-all  model,  which  in 
practice  would  be  considerably  more  complex  than  that  described 
above.  In  the  special  case  in  which  all  the  relevant  relations  can  be 
expressed  in  terms  of  equations,  the  iterative  process  can  be  replaced 
by  simultaneous  solution  of  the  system,  equation  (13)  (or  (14) 
appearing  as  one  of  the  equations  of  the  system. 

At  the  present  time  the  possibility  of  utilizing  the  approach  just 
illustrated  is  limited  by  the  nature  of  the  published  information.  The 
availability  of  data  on  other  expectations  and  on  other  sectors  of  the 
economy,  should  make  it  possible  to  refine  the  analysis  and  extend 
it  to  such  other  sectors,  increasing  the  range  of  practical  applicability 
of  the  realization  function  approach. 

In  summary,  in  the  short  span  of  years  for  which  the  informa¬ 
tion  is  available,  yearly  investment  plans  and  sales  expectations  have 
had  a  very  favorable  record  as  direct  forecasts,  especially  after  making 
allowances  for  the  effect  of  changes  in  the  general  level  of  prices.  This 
result  is  especially  significant  in  the  case  of  investment  plans  since 
alternative  approaches  have  not  proved  very  successful  in  forecasting 
investment  in  fixed  capital,  which  is,  in  turn,  a  key  variable  in  short- 
run  forecasting  of  economic  activity.  The  usefulness  of  these  anticipa¬ 
tory  data  may  be  further  enhanced  by  the  simultaneous  use  of 
expectations  and  plans  in  the  realization  function.  This  approach 
enables  us  to  exploit  anticipatory  data  without  losing  sight  of  the 

2.  The  level  of  sales  will  most  likely  be  some  multiple  of  income,  since  sales 
is  a  gross  concept,  involving  a  great  deal  of  double  counting. 
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interdependent  nature  of  economic  variables  and  holds  some  promise 
as  a  useful  addition  to  the  tool  kit  of  the  short-run  forecaster. 


APPENDIX 


The  price  indexes  used  to  deflate  plant  and  equipment  expendi¬ 
tures  were  derived  from  the  Survey  of  Current  Business,  and  from  the 
National  Income  Supplement  to  the  Survey  of  Current  Business.  The 
annual  index  for  all  but  the  last  year  represents  a  weighted  average, 
in  the  ratio  of  two  to  one,  of  the  “Producers’  Durable  Equipment” 
Deflator  and  “Other  New  Construction”  Deflator  of  Gross  National 
Product.  This  ratio  represents  the  approximate  relation  between  the 
value  of  equipment  purchases  and  plant  construction  during  this 
period. 

The  fourth  quarter  index  for  this  series  was  constructed  by  inter¬ 
polating  the  annual  index  with  the  aid  of  the  wholesale  price  index  of 
“Total  Machinery  and  Motive  Products,”  and  the  E.  H.  Boeckh 
Associates  index  of  construction  costs  for  commercial  and  factory 
buildings  —  brick  and  steel  —  from  the  Survey  of  Current  Business. 
A  similar  procedure  was  used  to  estimate  the  annual  index  for  195G. 

The  deflator  for  sales  of  the  manufacturing  sector  which  was 
used  is  the  wholesale  index  of  “Commodities  Other  than  Farm 
Products  and  Foods”  from  the  Survey  of  Current  Business. 

The  values  of  the  indexes  are  given  in  the  table  below. 


TABLE  IV 


Price  Deflators  for  Investment  and  Sales 


Investment  Deflators  Sales  Deflators 

1947  =  100  1947-49  =  100 

Annual  ( Pt )  Annual  (rt) 


1947 

1948 

1949 

1950 

1951 

1952 

1953 

1954 

1955 

1956 


100.0 

109.0 

112.9 

115.2 

125.1 
126.6 

129.3 

129.9 

132.1 

140.9 


95.3 

103.4 
101.3 
105.0 
115.9 

113.2 
114.0 

114.5 
117.0 

122.2 
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4  th  Quarter 

1947 

103.4 

1948 

113.7 

1949 

112.1 

1950 

119.4 

1951 

125.7 

1952 

127.1 

1953 

130.2 

1954 

129.7 

1955 

135.2 

P'^  4th  Quarter  ^  r’J 

99.1 

105.4 

100.1 

111.9 

114.6 

112.9 

114.6 

114.7 

119.4 


Harvard  University 

(On  leave  from  Carnegie  Institute  of  Technology) 
University  of  Chicago 
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ECONOMIC  PLANNING  RECONSIDERED 
By  John  E.  Elliott 


Definitional  problems,  55. — The  structure  of  economic  planning,  61. — 
The  process  of  economic  planning,  67.  —  Summary  and  conclusions,  75. 

Definitional  Problems 

Introduction.  It  hardly  needs  to  be  said  that  ‘‘planning”  or 
“economic  planning”  means  many  things  to  many  people,  and  has 
been  used,  in  professional  and  popular  discussion  alike,  in  widely 
divergent  ways,  and  in  a  highly  emotional  manner.  Because  of  the 
arbitrary  and  personal  nature  of  such  discussions,  and  because  of  the 
well-known  difficulty  of  achieving  anything  even  remotely  approach¬ 
ing  resolution  of  such  issues,  there  is  little  to  be  gained  from  an  inten¬ 
sive  review,  comparison,  and  assessment  of  myriads  of  alternative 
possible  definitions. 

Further,  a  definitional  approach  to  economic  planning,  in  addi¬ 
tion  to  this  practical  difficulty,  involves  or  may  involve  serious 
methodological  limitations,  including  among  others  these  two First, 
the  attempt  at  the  statement  of  the  essence  of  a  problem  or  issue  in 
a  formalized  definition  is  opposed  to  the  nominalistic  and  empirical 
temper  of  modern  scientific  research.  Clarity  of  concepts  is,  of  course, 
a  prerequisite  to  systematic  endeavor  in  any  field  of  study.  But  as 
Marshall  and  J.  M.  Keynes  among  others  have  reminded  us,  these 
concepts  are  not  themselves  truth  or  reality;  they  are  rather  tools  of 
analysis,  ways  of  looking  at  problems,  and  so  on.  A  definitional 
approach  to  economic  planning  can  easily  descend  into  scholasticism 
and  nonempirical  verbiage. 

Second,  the  attempt  to  define  economic  planning  assumes  that 
this  complex  and  many-sided  phenomenon  is  specific  and  concrete 
enough  to  be  defined.  It  is  here  submitted  that  economic  planning 
is  a  complex  clustering  of  problems  to  be  “explored,”  not  “defined.” 

Still,  the  renewed  and  lively  interest  in  the  methodology  of  eco¬ 
nomic  planning,  policy,  and  welfare  in  recent  years2  would  seem  to 
point  toward  the  possibility  and  desirability  of  restating  the  basic 
elements  of  this  concept.  In  short,  “economic  planning,”  despite  the 
abuses  to  which  it  has  been  subjected,  is,  or  at  least  could  be,  a  useful 

1.  On  this,  and  other,  issues,  concerned  with  the  methodology  of  planning, 
the  writer  is  indebted  to  discussions  with  Professor  Arthur  Maass  of  Harvard 

University.  _ 

2.  See,  e.g.,  Arrow,  Social  Choice  and  Individual  Values /  Baumol,  Welfare 
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phrase  and  concept.  From  a  definitional  point  of  view,  the  problems 
are:  (1)  to  delineate  the  nature  of  economic  planning  in  terms  of 
properties  observable  in  reality;  (2)  to  ascribe  a  meaning  to  the  term 
which  does  not  depart  too  radically  from  common  speech;  and  (3)  to 
avoid,  so  far  as  possible,  coloring  the  term  with  emotional  biases 
which  would  make  it  an  unsatisfactory  tool  for  logical  or  empirical 
investigation. 

Two  Approaches  to  Economic  Planning.  Economic  planning  may 
be  approached  basically  in  either  one  of  two  related  yet  distinctly 
different  ways.  In  the  first  (or  “particularized”)  approach  the  term 
connotes  a  “type”  of  economy  or  society  characterized  by  one  or  a 
number  of  particular  traits,  e.g.,  “planned  economy,”  “centralized” 
planning,  and  so  on.  In  this  case,  economic  planning  might  be  con¬ 
sidered  a  unique  and  modern  phenomenon.3  This  approach  seems 
highly  dubious. 

In  a  second  (or  “generic”)  approach,  the  term  connotes  one  gen¬ 
eral  characteristic,  viz.,  the  attempt  to  apply  reason  and  foresight 
to  the  ordering  of  human  affairs  and  the  attainment  of  human  pur¬ 
poses.  From  this  point  of  view,  a  “plan”  becomes  essentially  a  pro¬ 
gram  for  future  action;  “planning”  becomes  the  process  of  preparing 
programs  for  future  action;  and  “economic  planning”  becomes  the 
process  of  preparing  programs  for  future  action  in  relation  to  objec¬ 
tives,  instruments,  and  issues  in  which  “economic”  aspects,  roughly 
and  perhaps  arbitrarily  defined,  play  an  important  role.  In  this 
case,  economic  planning  could  not  be  regarded  as  involving  a  specific, 
concrete,  or  particular  type  of  economy  or  society,  but  rather  would 
be  looked  at  as  a  general  characteristic  or  property,  abstracted  from 
the  nature  of  human  action  and  the  economizing  process;  and  it 
could  quite  easily  appear  in  many  and  diverse  situations,  as,  e.g., 
capitalistic  planning,  socialistic  planning,  democratic  planning,  totali¬ 
tarian  planning,  business  planning,  governmental  planning,  and  so  on. 

The  first  approach  has  been  most  prominent,  historically,  in  a 
small  and  highly  technical  part  of  the  literature;  yet  it  has  received 
the  sanction  of  a  large  body  of  planning  theorists,  and  has  been  used 
in  various  forms  by  such  divergent  writers  as  Mises  and  Hayek,  on 
the  one  hand,  and  Sweezy  and  Dobb,  on  the  other.  Thus,  Hayek, 
after  some  misgivings,  defines  economic  planning  as  “a  central  direc¬ 
tion  of  all  economic  activity  according  to  a  single  plan,  laying  down 

Economics  and  the  Theory  of  the  State;  Dahl  and  Lindblom,  Politics,  Economics  and 
Welfare,  Johr  and  Singer,  The  Role  of  the  Economist  as  Official  Adviser;  Keilhau, 
Principles  of  Private  and  Public  Planning;  Tinbergen,  On  the  Theory  of  Economic 
I  ohcy;  Smithies,  et  al.,  Economics  and  Public  Policy. 

3.  Zweig,  The  Planning  of  Free  Societies,  apparently  thinks  this  is  the  case. 
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how  the  resources  of  society  should  be  ‘consciously  directed’  to  serve 
particular  ends  in  a  definite  way.”4 

Contemporary  economic  analysis  has  by  no  means  fully  aban¬ 
doned  this  older  and  more  particularized  approach  to  economic  plan¬ 
ning;  but  there  seems  to  have  occurred  in  recent  years  a  strong  shift 
in  emphasis  toward  a  more  generic  outlook.  Dahl  and  Lindblom, 
e.g.,  in  their  recent  study  of  economic  planning,  define  the  term  as 
“an  attempt  at  rational  calculation  and  control  in  the  use  of  scarce 
resources.”5 

A  possible  advantage  of  the  particularized  approach  is  that  it 
may  help  to  restrict  one’s  problems  to  manageable  proportions  and 
to  give  specific  and  concrete  content  to  the  definition.  Another  pos¬ 
sible  advantage  is  its  historical  acceptance  by  a  large  number  of  very 
technical  and  sophisticated  students  of  the  subject. 

On  the  other  hand,  a  striking  disadvantage  of  the  first  approach 
is  that  by  thus  injecting  a  particularized  content  into  the  definition, 
it  tends  to  ignore  the  fact  that  planning  is  in  reality  a  complex,  many- 
sided  process,  with  applications  in  many  and  diverse  surroundings  and 
circumstances.  A  second  possible  disadvantage  is  that  it  tends  to 
lead  to  polemical  and  highly  emotionalized  debate,  and  to  the  con¬ 
struction  of  stark  and  unrealistic  alternatives,  such  as  planning  versus 
freedom,  planned  economy  versus  the  price  system,  and  so  on. 

A  possible  disadvantage  of  the  generic  approach  is  that  it  can 
mean  anything  and  everything;  in  short,  it  may  be  too  general.6  This 
disadvantage,  however,  would  seem  to  be  only  apparent.  If  one 
defines  planning  as  consisting  of  anything  (within  a  framework  of 
reason  and  foresight,  etc.)  from  1  to  n,  there  is  nothing  to  prevent  the 
identification  of,  say,  “category  162”  as  the  “type  of  economic  plan¬ 
ning  in  mind  in  this  particular  study.”  I.e.,  a  generalized  approach 
may  include  a,ny  number  of  particularized  “types”  as  subdivisions. 
If  this  is  the  case,  then  lack  of  historical  “acceptance”  of  the  generic 
approach  within  a  rather  small  portion  of  the  planning  literature  need 
not  be  of  major  importance.  Further,  the  generic  approach  would 
seem  to  correspond  more  closely  to  the  use  of  the  term  in  common 
speech. 

4.  Hayek,  The  Road  to  Serfdom,  p.  35.  See  also  Hayek,  “The  Use  of  Knowl¬ 
edge  in  Society,”  in  Individualism  and  Economic  Order,  pp.  78-79;  and  The 
Nature  and  History  of  the  Debate,”  in  Collectivist  Economic  Planning,  pp.  21-23. 
For  a  similar  statement  from  a  strikingly  different  source,  see  Sweezy,  Socialism, 
pp.  232  ff. 

5.  Dahl  and  Lindblom,  op.  cit.,  pp.  xxii,  20  ff.,  370,  526. 

6.  Cf.,  e.g.,  the  criticisms  of  Hayek,  The  Road  to  Serfdom ,  p.  26,  and  Fisher, 
Economic  Progress  and  Social  Security,  pp.  190—91. 
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Whatever  the  disadvantages  of  the  second  approach  to  economic 
planning  (and  there  are  surely  others  in  addition  to  those  listed  here), 
it  has  two  possible  advantages  which  would  seem  to  make  it  at  least 
plausible  and  useful  as  a  supplement  to  the  older  approach:  First,  it 
recognizes  that  planning  is  complex  and  many-sided,  and  that  ade¬ 
quate  one-sentence  “definitions”  (except  generically)  of  its  essential 
nature  are  impossible.  Second,  it  forces  us,  if  we  are  to  go  beyond 
general  statements  about  human  reason  and  foresight,  away  from 
the  “grand  alternatives”  and  the  “battle  of  the  ‘isms’  ”7  to  the  really 
important  questions:  Who  is  to  plan?  How  much  planning?  What 
types  of  planning?  What  are  the  relations  between  planners  and 
administrators,  between  planners  and  the  structure  of  government? 
Toward  what  objectives  should  planning  be  directed?  Who  is  to  plan 
the  planners?  These,  and  not  the  comparison  of  the  logic  of  grandilo¬ 
quent  alternatives,  are  the  real,  concrete,  and  operational  questions 
facing  economic  planning  in  democratic  societies  today. 

To  sum  up,  it  should  be  quite  apparent  that  the  very  concept  of 
economy,  economizing,  and,  indeed,  of  economic  analysis,  implies 
economic  planning.8  In  so  far  as  economic  analysis  is  concerned  with 
human  action,  based  on  foresight  and  reason,  it  is  planning  analysis. 
As  Keilhau  so  effectively  phrases  it:  “Every  economy  implies  a  plan. 
Economy  consists  in  a  totality  of  planned  efforts  to  realize  certain 
purposes.  Planning  is  essential  in  every  activity  of  economic  char¬ 
acter.  The  theory  of  economic  planning  does  not  deal  only  with 
some  special  forms  of  human  societies,  but  with  a  certain  impor¬ 
tant  part  of  every  economy.  It  belongs  to  the  general  theory  of 
economics.”9 

Economic  Planning  and  Related  Concepts.  Economic  planning  in 
its  generic  sense  is  closely  intertwined  with  other  concepts,  issues,  and 
phenomena,  such  as  policy,  administration,  calculation  and  control, 
and  rationality.  Indeed,  one  of  the  most  interesting  aspects  of  the 
recent  shift  in  emphasis  toward  a  more  generalized  approach  has 
been  a  growing  rapprochement  among  welfare  economics,  the  theory 
of  public  policy,  and  the  analysis  of  economic  planning,  as  well  as  a 
healthy  and  growing  concern  of  economists  with  allied,  especially 
social  scientific,  disciplines  and  fields  of  study. 

First,  a  generic  approach  to  economic  planning  tends  to  blur 
the  distinction  between  “planning”  and  “policy.”  If  a  policy  is 

7.  On  this  phraseology,  cf.  Dahl  and  Lindblom,  op.  cit.,  chap.  1. 

a  i  •  „  a  P°int’  see  the  useful  article  by  Bode,  “Plan  Analysis  and  Process 
Analysis,  American  Economic  Review,  XXXIII  (June  1943)  215-41 

9.  Keilhau,  op.  cit.,  pp.  16-17. 
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defined  as  a  program  of  action  and  a  plan  as  a  program  for  future 
action,  any  rigorous  distinction  between  the  two  in  terms  of  such 
traditional  criteria  as  the  scope  or  type  of  economic  planning  becomes 
impossible.  To  many  observers,  especially  supporters  of  the  “planned 
economy”  approach,  this  may  seem  highly  unfortunate,1  although,  for 
reasons  already  given,  the  advantages  of  the  generic  approach  would 
seem  to  indicate  its  plausibility  and  usefulness  for  certain  purposes. 

The  difference  between  planning  and  policy,  for  our  purposes 
here,  lies  in  terms  of  the  time  perspective.  A  plan  is  forward-looking; 
it  involves  prior  preparation.  Now,  a  plan  may  be  selected  and 
executed,  in  which  case  it  becomes  operative  policy;  or,  it  may  never 
get  beyond  the  blueprint  or  planning  stage,  in  a  restricted  sense. 
Conversely,  a  policy  may  be  based  upon  a  considerable  degree  of  prior 
planning;  or,  like  Topsy,  it  may  “just  grow.” 

Further,  policy  itself,  like  planning,  may  have  a  variety  of  mean¬ 
ings.  E.g.,  if  the  word  policy  is  used  to  refer  to  policy  “objectives” 
or  to  some  mixture  of  objectives  and  programs  of  action,  then  one 
might  argue  that  policy-making  may  (perhaps  must)  precede  the 
formulation  of  plans.2  However  policy  is  defined  (and  there  is  little 
point  in  pursuing  alternative  definitions  here),  its  history,  perform¬ 
ance,  and  achievement  provide  a  good  portion  of  the  data  with 
which  economic  planning  is  concerned. 

Second,  planning  cannot  be  severed  rigorously  from  administra¬ 
tion,  i.e.,  the  execution  of  or  the  organizational  and  institutional 
apparatus  concerned  with  policies  or  plans.  To  become  effective  and 
operative  a  plan  must  be  translated  into  administration;  the  planning 
process,  in  a  broad  sense,  includes  not  only  (a)  the  assessment  of 
conditions  and  the  formulation  of  alternative  plans,  and  (b)  the  selec¬ 
tion  of  a  particular  plan  or  plans  from  various  alternatives,  but  also 
(c)  the  execution  of  the  plan  by  an  administrative  apparatus.  As 
Sir  Oliver  Franks  so  effectively  phrases  it,  the  first  problem  is  one 
of  intelligence;  the  second,  one  of  judgment;  the  third,  one  of  organiza¬ 
tion  and  communication:  “Successful  determination  of  policy  requires 
high  intellectual  ability  to  hold  the  many  diverse  factors  clearly  before 
the  mind  and  grasp  firmly  their  importance  and  their  relationships. 
It  requires,  too,  a  rare  degree  of  practical  judgment  to  assess  rightly 
the  possibilities  of  the  situation  and  choose  what  combination  of 
results  should  be  aimed  at.  And  then  there  are  the  problems  of  com- 

1.  See,  e.g.,  Landauer,  Theory  of  National  Economic  Planning,  p.  13, ,  who 
argues":  “A  plan  ’should  be  distinguished  from  a  mere  determination  of  policy. 
(Note  especially  the  word  “mere.”) 

2.  See,  e.g.,  Millett,  The  Process  and  Organization  of  Government  Planning, 
chap. 1. 
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munication.  The  best  decisions  are  stultified  if  they  are  not  conveyed 
to  and  understood  by  those  who  have  to  carry  them  out.”3 

Third,  effective  economic  planning  depends  on  the  development 
and  application  of  methods  and  techniques  of  calculation  and  control. 
Planning  requires  a  systematic  assessment  of  conditions  and  com¬ 
parison  of  alternatives,  a  weighing  of  benefits  and  costs,  a  forecasting 
of  future  conditions  and  of  the  impact  of  plans  upon  economic  activity 
and  so  on.  It  is  this  “intelligence”  concept  or  aspect  of  planning 
which  has  been  emphasized  so  heavily  by  political  scientists  such  as 
Merriam4  and  Gaus,5  and,  more  recently,  by  the  political  scientist- 
economist  team  of  Dahl  and  Lindblom.6 

Planning  also  requires  methods  or  social  processes  of  “control.” 
In  regard  to  government  economic  planning,  particularly,  control  is 
an  unfortunate  term.  It  seems  to  imply  “command,”  “regulate,” 
and  so  on,  whereas  “the  hand  of  government  in  economic  affairs  is 
not  always  negative  or  restraining.  It  can  be  and  often  is,  positive 
and  promotional.”  I.e.,  “government  economic  control  is  a  two-sided 
action.  It  is  restrictive,  and  it  is  assistive.  Any  and  all  controls 
have  something  of  each  characteristic  in  them.”7  To  become  effec¬ 
tive,  plans  must  be  executed.  Execution  requires  techniques  of  con¬ 
trol.  But  control  in  the  sense  of  command  is  clearly  minor  in  con¬ 
temporary  economic  activity.  Controls,  as  aids  to  more  effective 
planning,  are  generally  much  more  complex  and  sophisticated,  involv¬ 
ing  attempts  at  the  manipulation  of  rewards  and  punishments,  sym¬ 
bols  and  environments,  as  well  as  direct  command.8 

Fourth,  economic  planning  bears  an  obvious  relationship  to 
human  reason  in  general  and  to  the  rationality  postulate  in  particular. 
One  must  be  careful,  however,  not  to  become  too  enamored  with  the 
possible  equation  of  economic  planning  and  “rational  action.”9  Even 
the  most  systematically  and  carefully  formulated  plan  can  run  into 
snags  in  execution.  Effective  planning  requires  not  only  social  intelli¬ 
gence,  but  also  will  and  imagination.  Thus,  the  tentative  hypothesis 

3.  Franks,  Central  Planning  and  Control  in  War  and  Peace,  p.  27. 

4.  Merriam,  The  Place  of  Planning,”  in  Harris,  ed.,  Saving  American 
Capitalism,  pp.  159-60. 

5.  Gaus,  “The  Planning  Process  in  Government,”  in  McCormick  (ed.) 
Problems  of  the  Postwar  World,  chap.  7. 

6.  Dahl  and  Lindblom,  op.  cit.,  chap.  3. 

7.  Steiner,  Government’s  Role  in  Economic  Life,  pp.  16-17,  18. 

8.  On  the  general  problem  of  controls  in  relation  to  economic  planning,  see 
Dahl  and  Lindblom,  op.  cit.,  chap.  4;  Zweig,  op.  cit.,  Part  III,  chaps.  2-1;  Gilbert, 

Controls,”  in  Harris,  ed.,  op.  cit.,  pp.  168-74. 

„  . 9-  for  an  extreme  example  of  the  tendency  to  identify  “planning”  with 

rational  action  ”  see  Meyerson,  et  ah,  Politics,  Planning,  and  the  Public  Interest: 
1  he  Case  of  Public  Housing  in  Chicago,  Appendix. 
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is  submitted  that  a  generalized  theory  of  economic  planning  might 
plausibly  and  usefully  explore  both  the  formulation  of  programs  of 
action,  designed  to  obtain  objectives  regarded  as  desirable,  and  the 
economic,  political,  and  administrative  problems  and  obstacles  which 
place  serious  limitations  and  restrictions  upon  the  attainment  of 
rational  economic  action  in  practice. 


The  Structure  of  Economic  Planning 


The  adoption  of  a  generic  approach  to  economic  planning  pre¬ 
cludes  the  possibility  of  identifying  the  concept  with  some  particular 
form  or  type  of  economy  or  society,  as  has  been  indicated.  A  clearer 
appreciation  of  some  of  the  specific  implications  of  this  approach  may 
be  obtained  by  moving  directly  to  (1)  the  structure  and  (2)  the 
process  of  economic  planning. 

An  exploration  of  the  “structure”  of  economic  planning  means 
essentially  “mapping”  or  “structuring”  its  basic  characteristics,  i.e., 
delineating  criteria  and  indicia  in  terms  of  which  various  types  of 
economic  planning  might  be  classified,1  just  as  in  the  case  of  industrial 
markets,  indicia  and  criteria  are  selected  for  classifying  types  of 
market  structure,  e.g.,  monopolistic  competition,  oligopoly,  and  so  on. 
It  is  obvious  that  economic  planning  is  a  complex  clustering  of 
problems,  instruments,  issues,  criteria,  and  so  on,  and  that  no  one 
listing  of  relevant  indicia  will  necessarily  coincide  with  another  or 


1.  Among  various  efforts  of  this  type,  see  Lewis,  Principles  of  Economic 
Planning,  Preface:  and  Lauterbach,  Economic  Security  and,  Individual  Freedom: 
Can  We  Have  Both t  pp.  66-86.  Lewis  distinguishes  six  possible  types  of  economic 
planning:  “First,  there  is  an  enormous  literature  in  which  it  refers  to  the  geo¬ 
graphical  zoning  of  factories,  residential  buildings,  cinemas,  and  the  like.  Some¬ 
times  this  is  called  ‘town  and  country  planning’  .  .  .  Secondly,  a  very  large  number 
of  countries  have  published  documents  setting  out  programs  of  public  expenditure 
over  two  or  four  or  five,  or  even  ten  years.  In  this  literature,  ‘planning^  means 
only  deciding  what  the  government  will  spend  money  on  in  the  future  .  .  .  ^Thirdly, 
in  a  small  highly  specialized  part  of  the  literature  of  economic  theory,  a  planned 
economy’ ’is  one  in  which  each  production  unit  (or  firm)  uses  only  resources  .  .  . 
allocated  to  it  by  quota,  and  disposes  of  the  product  exclusively  to  persons  or 
firms  indicated  to  it  by  central  authority  .  .  .  Fourthly,  .  .  .  ‘planning  sometimes 
means  any  setting  of  production  targets  by  the  government,  whether  tor  private 
or  for  public  enterprise.  .  .  .  (Fifthly)  .  .  .  targets  are  set  for  the  economy  as  a 
whole  purporting  to  allocate  all  the  country’s  labor,  foreign  exchange,  raw  mate¬ 
rials  and  other  resources  between  the  various  branches  of  the  economy.  •  •  ■  11  > 

finally  the  word  ‘planning’  is  sometimes  used  to  describe  the  means  which  the 
government  uses  to  try  to  force  upon  private  enterprise  the  targets  which  have 
been  previously  determined.”  Lauterbach  argues  that  all  possible  types 
economic  planning  “boil  down”  to  the  following  eight  major  Sro^s- ^he 
Fascist  type;  (2)  the  Soviet  type;  (3)  Interventionism;  (4)  Framework  Planning, 
(5)  Full  Employment  Planning:  (6)  Production-Consumption  Planning,  (7) 
Regulatory  Planning;  (8)  International  Economic  Planning. 
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attain  complete  acceptance.  Still,  it  is  suggested  that  the  following 
criteria,  among  others,  may  be  of  some  significance: 

The  Sphere  of  Human  Action.  Economic  planning  may  take 
place  in  various  spheres  of  human  action,  as,  e.g.,  (1)  individual, 
(2)  group,  and  (3)  governmental  planning.  A  source  of  considerable 
confusion  in  planning  literature  is  the  tendency  to  equate  planning 
in  general  with  governmental  planning  in  particular.  This  is  unfortu¬ 
nate,  for  two  reasons:  First,  it  tends  to  imply  that  planning  is  some¬ 
how  a  peculiarly  political  or  governmental  phenomenon,  whereas  it 
has  been  argued  that  the  very  nature  of  the-  word  economize  neces¬ 
sarily  implies  planning.  Second,  it  implies  that  a  reasonably  sharp 
distinction  may  be  drawn  between  private  and  public,  governmental 
and  nongovernmental,  whereas  it  would  appear  more  realistic  to 
presume  the  opposite,  viz.,  that  these  distinctions  are  becoming 
increasingly  difficult  to  make.2 

The  Geographical  or  Political  Area.  Economic  planning  may 
relate  to  various  geographical  or  political  areas,  as,  e.g.,  (1)  regional, 
(2)  national,  and  (3)  international  planning.3  Many  models  of  eco¬ 
nomic  planning  seem  to  be  based  on  the  rather  tenuous  presumption 
that  planning  somehow  is  not  “really  planning”  unless  it  takes  place 
on  the  national  level,  for  the  national  economy  as  a  whole.  This  tends 
to  overlook  the  very  interesting  planning  work  being  done  in  other 
geographical  or  political  areas. 

The  Scope  of  Economic  Planning.  Economic  planning  in  practice, 
if  not  always  in  theory,  is  by  no  means  coterminous  with  “total”  or 
“comprehensive”  planning,  or  with  “planned  economy.”  The  scope 
of  economic  planning  can  and  does  varj1-  all  the  way  from  the  relatively 
limited  planning  of  an  essentially  private  or  mixed  enterprise  economy 
to  the  comprehensive,  all-embracing  planning  of  a  totalitarian  eco¬ 
nomic  system.  A  federal  budget,  for  example,  is  a  plan,  and  the 
budgetary  process  is  an  important  aspect  of,  as  well  as  example  of, 
economic  planning  in  the  American  economy.4  The  procedure  of 
equating  planning  with  total  planning  has  two  unfortunate  conse¬ 
quences.  First,  it  raises  the  unresol vable  issue  of  determining:  How 
total  is  total  planning?”6  Second,  if  true  planning  must  be  compre- 


2.  See,  e.g.,  Clark, 
Politics  and  Economics,” 
pp.  192-205. 


“America’s  Changing  Capitalism:  The  Interplay  of 
in  Berger  (ed.),  Freedom  and  Control  in  Modem  Society, 


3.  See,  e.g.,  Zweig,  op.  cit.,  Part  III,  chap.  5. 

„  ,4rffmit*ieu  The  ary  Process  in  ihe  United  States,  pp.  21  ff.,  uses  some¬ 

what  different  phraseology,  but  comes  to  essentially  the  same  conclusion. 

5.  As  an  example  of  how  a  categorical  equation  of  planning  and  planned 
economy  can  put  the  concept  of  economic  planning  into  an  intellectual  strait- 
jacket  m  which  even  strong  critics  of  planning  find  difficulty  maneuvering  see 
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hensive,”  then  the  concept  and  analysis  of  economic  planning  has 
little,  if  any,  application  to  empirical  problems  of  public  policy  in 
Western,  industrially  advanced,  liberal  democracies,  none  of  which 
have  embarked  or  are  likely  to  embark  in  the  near  future  upon  pro¬ 
grams  of  total  or  comprehensive  economic  planning. 

The  Objectives  of  Economic  Planning.  Planning  activity  is  pur¬ 
posive  activity.  It  is  difficult  to  think  of  planning  in  any  concrete 
and  specific  sense  except  as  related  to  purposes  and  objectives.  Plan¬ 
ning,  in  a  sense,  may  be  referred  to  as  a  neutral  instrument,  applicable 
to  any  objectives.  Yet,  it  is  also  true  that  the  nature  of  economic 
planning  is  structured  by  the  objectives  toward  which  it  is  directed. 
Defense  planning,  e.g.,  is  not  full-employment  planning,  and  so  on. 
One  of  the  major  limitations  of  planning  theories  in  the  1920’s  and 
1930’s  w’as  the  overemphasis  placed  upon  “rational  resource  alloca¬ 
tion”  as  a  planning  objective.  From  an  operational  standpoint,  the 
relevance  of  this  goal,  at  least  as  an  all-embracing,  monistic  purpose, 
seems  rather  limited.  Soviet  planning,  e.g.,  is  more  concerned  with 
economic  development  and  military  preparedness  than  with  alloca- 
tional  efficiency  in  the  traditional  neoclassical  sense,  while  democratic 
socialists  seem  to  be  more  interested  in  such  objectives  as  full  employ¬ 
ment,  economic  stability,  security,  and  various  broadly  defined  “social 
welfare”  measures.6 

Economic  versus  Noneconomic  Planning.  The  distinction  between 
economic  and  noneconomic  planning  is  a  tenuous  one  at  best.  If  one 
were  to  take  the  resource  allocation  definition  of  economics  seriously, 
then  any  human  effort  to  economize  in  the  allocation  of  scarce 
resources,  for  any  purpose,  in  any  sphere  of  action,  could  be  regarded 
as  economic  planning,  in  which  case,  politics,  e.g.,  would  be  more  or 

Hayek,  The  Road  to  Serfdom.  At  one  point  (p.  35),  Hayek  identifies  planning 
with  “a  central  direction  of  all  economic  activity  according  to  a  single  plan  .  .  .” 
and  so  on,  as  noted  above.  At  another  point,  however  (p.  105),  it  is  maintained 
that  “once  the  free  working  of  the  market  is  impeded  beyond  a  certain  degree, 
the  planner  will  be  forced  to  extend  his  controls  until  they  become  all-compre¬ 
hensive.”  But  if  this  is  so,  then  it  logically  follows  that  (at  least  temporarily) 
“planning”  may  exist  which  is  not  “truly  planning”  in  an  “all-comprehensive” 
and  total  sense. 

6.  For  cogent  criticisms  of  contemporary  planning  theory  in  terms  of  the 
relevance  of  the  objectives  postulated,  see  Baran,  “National  Economic  Planning, 
in  Haley  (ed.),  A  Survey  of  Contemporary  Economics,  II,  esp.  383-84;  Sweezy, 
Socialism,  esp.  pp.  232-38;  Dobb,  “A  Review  of  the  Discussion  concerning  Eco¬ 
nomic  Calculation  in  a  Socialist  Economy,”  in  On  Economic  Theory  and  Socialism, 
pp.  55-92.  For  a  systematic  recognition  and  analysis  of  the  multiplicity  of  plan¬ 
ning  objectives,  see  Smithies,  “Economic  Welfare  and  Policy,”  in  Brookings,  Eco¬ 
nomics  and  Public  Policy,  chap.  1;  Clark,  “Economic  Welfare  in  a  Free  Society 
in  Lekachman  (ed.),  National  Policy  for  Economic  Welfare  at  Home  and  Abroad, 
chap.  7;  and  Millikan,  “Objectives  of  Economic  Policy  in  a  Democracy,’  m 
Millikan  (ed.),  Income  Stabilization  for  a  Developing  Democracy,  chap.  1. 
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less  swallowed  up  by  economics.7  If,  on  the  other  hand,  the  essence 
of  the  “economic  way  of  thinking”  is  individual  choice,8  then  it  would 
appear  that  a  good  portion  of  group  and  collective  action  must  lie 
outside  the  field  of  economic  planning. 

Perhaps  the  most  empirically  useful,  yet  methodologically  frus¬ 
trating,  solution  to  this  problem  is  simply  to  acknowledge  that  clear- 
cut  distinctions  between  economic  and  social,  etc.,  planning,  and 
between  economic  and  political  aspects  of  planning,  are  difficult,  if 
not  impossible,  to  make,  yet  to  continue  to  identify  economic  plan¬ 
ning,  roughly  speaking,  with  the  preparation  of  programs  in  relation 
to  goals,  measures,  and  issues  in  which  “economic”  aspects,  loosely 
and  perhaps  arbitrarily  defined,  play  a  significant  role. 

Economic  Planning  and  Social  Processes.  An  interesting  aspect 
of  recent  economic  and  political  theory  has  been  the  attempt  to  relate 
the  planning  concept  to  underlying  social  processes,  drawn  upon  as 
means  of  economizing  in  resource  allocation  and  in  attaining  various 
economic  and  noneconomic  objectives.  Dahl  and  Lindblom,  e.g.,  in 
their  recent  study,  have  distinguished  four  social  processes,  each 
demonstrating  relations  between  leaders  and  nonleaders:9  (1)  the 
price  system  (control  of  and  by  leaders);  (2)  hierarchy,  e.g.,  bureau¬ 
cracy  (control  by  leaders);  (3)  “polyarchy,”  or  democracy  (control 
over  leaders) ;  and  (4)  bargaining  (control  among  leaders) .  A  poten¬ 
tially  fruitful  result  of  this  typology  is  that  the  price  system,  instead 
of  being  regarded  as  the  antithesis  of  economic  planning  is  itself 
understood  as  a  social  process  essential  for  planning.  Although  no 
society  could  use  all  four  of  these  processes  simultaneously  to  resolve 
all  human  problems,  a  society  can  conceivably  use  some  combination 
of  all  four  in  the  resolution  of  the  issues  of  economic  planning. 

Public  Ownership.  Economic  planning  may  conceivably  take 
place  under  varying  conditions  of  public  ownership  or  control  of 
industry.  The  traditional  assumption  of  the  “planned  economy” 
definitions  of  economic  planning1  has  been  that  planning  and  gov¬ 
ernment  ownership  are  closely  intertwined,  that,  in  short,  either 

^  7.  Cf.,  e.g.,  Frank  Knight,  “Ethics  and  the  Economic  Interpretation,”  in 

I  he  Ethics  of  Competition,  p.  34:  “In  so  far  as  the  ends  are  viewed  as  given,  as 
data,  then  all  activity  is  economic.  .  .  .  From  this  point  of  view,  the  problem  of 
life  becomes  simply  the  economic  problem  .  .  .”  This  aspect  of  the  resource 
allocation  definition  plays  a  major  part  in  contemporary  criticisms  of  “planned 
economy.”  See,  e.g.,  Hayek,  op.  cit.,  pp.  89  ff. 

8.  Cf.  Ellis,  ‘The  Economic  Way  of  Thinking,”  American  Economic  Review, 
LX  (Mar.  1950),  1-12.  But  compare  Allen,  “Is  Group  Choice  a  Part  of  Eco¬ 
nomics?”  this  Journal,  LXVII  (Aug.  1953),  362-79. 

9.  Dahl  and  Lindblom,  op.  cit.,  pp.  171  ff. 

1.  Cf.,  e.g.,  Dickinson,  The  Economics  of  Socialism,  pp.  2-29. 
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“unplanned  socialism”  or  “planned  capitalism,”  “although  logically 
thinkable,”  are  “unlikely  to  occur  in  practice.”2  Recent  experiences 
in  planning  and  nationalization  in  Scandinavia  and  England,  however, 
would  seem  to  indicate  the  necessity  for  greater  flexibility  on  this 
score.  Certainly  among  democratic  socialists,  the  idea  of  public 
ownership  as  a  necessary  prerequisite  for  effective  planning  is  declin¬ 
ing  in  significance,3  while  the  successful  execution  of  governmental 
economic  plans  in  any  institutional  framework  requires  a  considerable 
amount  of  persuasion,  inducement,  and  regulation,  quite  apart  from, 
and  in  addition  to,  public  ownership.  The  growing  recognition  that 
economic  planning  is  not  necessarily  tied  up  with  any  particular  set 
of  ownership  or  property  relations  has  been  accompanied,  as  is  well 
known,  by  a  growing  literature  on  the  planning  of  “mixed  economies.”4 

The  State  of  Economic  Development.  Economic  planning  may  take 
place  under  various  types,  stages,  and  states  of  economic  backward¬ 
ness  or  advancement,  delineated  both  quantitatively  (e.g.,  real  income 
per  capita)  and  qualitatively  (e.g.,  the  maturity  and  development  of 
the  banking,  transportation,  and  communications  systems,  the  diver¬ 
sity  of  the  output).  If  one  were  interested  in  being  schematic,  it 
might  be  possible  to  distinguish  among  economic  planning  in  relation 
to  (1)  establishing  requisite  technological-institutional  conditions  for 
economic  development;  (2)  fostering  more  rapid  development  in  rela¬ 
tively  underdeveloped  areas;  and  (3)  maintaining  economic  growth  in 
highly  developed  countries.  Whatever  typology  one  applies,  it  would 
seem  clear  that  the  nature  and  state  of  economic  development  is 
becoming  an  increasingly  important  criterion  and  issue  in  contempo¬ 
rary  economic  planning. 

Centralization  versus  Decentralization.  Economic  planning  may 
be  structured  by  various  procedures  and  techniques  of  private  and 
public  organization  and  administration,  e.g.,  the  degree  of  centraliza¬ 
tion  versus  decentralization,  i.e.,  (1)  the  degree  of  localization  versus 
centralization  of  decision-making,  or  the  extent  of  local  autonomy 
versus  central  control;  and  (2)  the  degree  of  separation  versus  con¬ 
centration  of  powers,  or  the  extent  to  which  one  agency  or  institution, 
say  a  legislature,  is  supreme  versus  the  extent  of  checks  and  balances 
involved  in  a  division  of  powers.  It  has  sometimes  been  maintained 
that  planning  is  not  “really”  planning  unless  it  is  centralized,  i.e., 
unless  planning  measures  emanate  from  a  supreme,  central  governing 

2.  Ibid.,  p.  16. 

3.  Cf.,  e.g.,  Bjerve,  “Government  Economic  Planning  and  Control,  in 
H  Friis  (ed.),  Scandinavia  Between  East  and  West,  pp.  52  ff. 

4.  Cf.,  e.g.,  Meade,  Planning  and  the  Price  Mechanism;  Clark,  Alternative  to 
Serfdom;  Suranyi-Unger’  Private  Enterprise  and  Governmental  Planning. 
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authority,  and  are  concerned  with  the  economy  as  a  whole.5  But, 
clearly,  economic  planning  can  and  does  involve  various  combinations 
of  centralization  and  decentralization,  in  either  or  both  of  the  two 
above-mentioned  senses.  Referring  to  governmental  administration, 
for  example,  Leslie  Lipson  distinguishes  four  possibilities :  (a)  separa¬ 
tion  of  powers  and  decentralization  or  localization  (e.g.,  despite 
increasing  federal  controls,  the  United  States) ;  (b)  concentration  of 
powers  and  decentralization  (e.g.,  Switzerland);  (c)  concentration  of 
powers  and  centralization  (e.g.,  France);  (d)  separation,  yet  central¬ 
ization  (e.g.,  Costa  Rica).6 

Democratic  versus  N Undemocratic  Planning.  Unless  one  is  a  com¬ 
plete  dogmatist  or  resolves  the  issue  by  definition,  one  recognizes  the 
possibility  of  economic  planning  under  various  political  systems,  e.g., 
democratic  or  nondemocratic.  The  relative  neglect  of  this  criterion 
in  the  paco  has  led  more  than  one  observer  to  draw  parallels  (which 
do  exist)  between  capitalistic  controls  in  wartime  and  planning  under 
Fasc  n  (using  the  term  generically),  and  between  different  varieties 
(democratic  and  nondemocratic)  of  “socialistic”  planning  measures. 
Conversely,  one  fruitful  result  of  including  this  criterion  in  an  analysis 
of  the  structure  of  economic  planning  is  that  it  helps  to  emphasize 
basic  similarities  between  “capitalistic”  and  “socialistic,”  yet  demo¬ 
cratic,  planning,  and  between  different  varieties  of  totalitarian  plan¬ 
ning  measures,  whether  Fascistic  or  Communistic.7 

Institutional  versus  Operative  Planning.  Lorwin8  has  distinguished 
between  “institutional”  and  “operative”  planning,  i.e.,  between  the 
formulation  of  a  framework  of  institutions  within  which  individuals 
are  left  relatively  free  to  plan  (e.g.,  antitrust  policy,  monetary  and 
fiscal  policy,  social  security  programs)  and  the  specific  supervision 
and  direction  of  economic  activity.  This  distinction  is  not  completely 


5.  Cf.,  e.g.,  the  writings  of  Hayek  and  Dickinson,  noted  above.  See  also 
Halm,  Economic  Systems:  A  Comparative  Analysis,  pp.  191—92. 

one  «ipST0n’.Pe  G,!eat  Issues  °f  An  Introduction  to  Political  Science, 

pp.  2b8  ff.  Incidentally,  Lipson  observes  (p.  270n)  that  all  four  countries  cited 
above  are  democracies.  Presumably,  therefore,  democracy  may  co-exist  with 

nmV>t°fKhr-!  f0Ur  !(atteTs;”  Thls  1S  an  elemental,  perhaps  even  an  elementary, 
point,  but  its  emphasis  helps  us  to  appreciate  the  superficiality  of  the  argument 
w  nch  mam  tarns  that  “central”  planning  must,  by  definition,  constitute  a  threat 
to  democratic  institutions. 

Wol.J-  0n  democratic  planning,  and  the  necessity  of  democratic  as  opposed  to 
totalitarian  planning,  see  Merriam,  “The  Place  of  Planning  ”  in  Harris  (ed  ) 

charact  P;  Tl  Ne!°  Democracy  and  the  New  Despotist.  On  the  political 
a”!?®  v-  ^itanamsm  and  their  impact  on  economic  planning,  see, 
Sec  «L  mT’  Fnedr'ch  and  Brzezmski,  Totalitarian  Dictatorship  and  Autocracy. 

to  the  clnssifT’  n  t LPP  192-97,  for  an  interesting  application  of  this  criterion 
to  the  classification  of  types  of  economic  planning  and  economic  systems 
».  Lorwm,  Time  for  Planning,  pp.  13-15. 


ECONOMIC  PLANNING  RECONSIDERED 


67 


clear,  and,  of  course,  the  two  types  of  planning  tend  to  overlap  in 
practice.  Further,  quite  understandable  differences  of  opinion  exist 
as  to  the  precise  content  of  institutional  planning.9  Still,  the  dis¬ 
tinction,  although  rough,  may  be  useful,  for,  as  Nourse  remarks: 
“Democratic  national  planning  for  a  high  level  of  well-coordinated 
economic  activity  with  operation  largely  in  private  hands  is  quite 
different  from  a  government  plan  supplemented  by  government 
operation.”1 

This  list  of  criteria  of  the  structure  of  economic  planning  is  by 
no  means  complete,  nor  are  the  criteria  completely  isolated  from  one 
another.  It  could  be  extended  or  modified.  If  desired,  interrelations 
among  various  criteria  could  be  explored  in  more  detail  and  formal 
classifications  of  types  of  economic  planning  could  be  constructed. 
The  purposes  of  the  above  listing,  however,  were  much  less  ambitious. 
The  point  has  been  simply  to  indicate,  in  a  general  way,  the  com¬ 
plexity  and  many-sided  nature  of  economic  planning,  and  some  of  the 
more  relevant  criteria  involved  in  any  attempt  at  mapping  its 
structure. 


The  Process  of  Economic  Planning 

Even  the  most  intricate  map  of  the  structure  of  economic  plan¬ 
ning,  however,  and  the  most  sophisticated  of  typologies,  would  be 
artificial  and  incomplete,  if  they  were  not  supplemented  by  a  recogni¬ 
tion  that  economic  planning  is  a  dynamic  “process,”  i.e.,  by  a  recogni¬ 
tion  of  (1)  the  nature  and  significance  of  the  time  factor  or  time 
dimension  so  crucial  to  the  concept  of  economic  planning,  (2)  the 
“steps”  or  “facets”  of  economic  planning;  and  (3)  the  possibility  of 
the  transformation  of  economic  planning  itself  and  of  the  surrounding 
economic  and  political  system  in  which  it  operates  and  unfolds. 

Economic  Planning  and  the  Time  Dimension.  It  is  obvious  that 
the  concept  of  economic  planning  injects  the  time  factor  and  the 
problem  of  process  into  the  center  of  economic  analysis.  The  essence 
of  economic  planning  is  that  it  is  futuristic;  it  is  forward  looking,  it 
involves  systematic  thought  and  preparation  ex  ante;  it  involves 
“pre-time”2  thinking,  i.e.,  thinking  prior  to  the  unfolding  of  a  sequence 
of  events.  Needless  to  say,  the  remarks  here  will  not  constitute  an 
intensive  analysis  of  the  role  of  time  in  the  planning  process,3  much 


9  E  g  most  of  the  policy  recommendations  of  both  Henry  Simons,  Eco¬ 
nomic  Policy  for  a  Free  Society,  and  Keynes  The  General  Theory  of  Employment, 
Interest  and  Money,  chap.  24,  could  be  included  under  the  heading  of  institu¬ 
tional^  <gerfdom,  utopia,  or  Democratic  Opportunity?”  Public  Admin¬ 

istration  Review,  VI  (Spring  1946),  185—86. 


2.  Keilhau,  op.  cit.,  p.  44. 

3.  Ibid.  See  also  Millett,  op.  at.,  pp.  43-54.  _ 


68 


QUARTERLY  JOURNAL  OF  ECONOMICS 


less  the  application  of  the  planning  concept  to  dynamic  economics  or 
expectational  problems.4  However,  a  few  elemental  observations  are 
necessary  to  indicate  the  range  of  issues  involved  and  the  importance 
of  the  time  dimension. 

First  in  a  series  of  problems  raised  by  recognition  of  the  time 
dimension  is  the  time  perspective  involved,  e.g.,  short-range  versus 
long-range  planning.  This  distinction,  however,  in  economic  planning 
no  less  than  in  the  theory  of  the  firm,  is  a  tenuous  one  at  best,  since 
a  long-range  program  may  be  the  summation  of  a  series  of  short- 
range  programs,  while  long-range  programs  provide  the  framework 
within  which  short-range  plans  are  developed. 

On  the  one  hand,  it  is  possible  to  overemphasize  long-range 
projects.  In  Soviet  planning,  e.g.,  Gosplan  has  been  divided,  since 
the  Twentieth  Party  Congress,  into  two  divisions,  one  responsible  for 
long-range  programming,  the  other  in  charge  of  short-run  projects. 
Apparently  this  administrative  alteration  was  an  attempt  to  counter 
the  tendency  of  Gosplan  officials  and  researchers  to  neglect  short-run 
projects  for  long-range  planning.  Similarly,  in  American  planning, 
to  take  a  second  example,  the  National  Resources  Planning  Board 
was  often  criticized  for  its  heavy  emphasis  on  long-range  issues  which, 
according  to  Millett,  “at  times  amounted  almost  to  a  psychopathic 
desire  to  escape  reality”5  and  to  avoid  recommendations. 

On  the  other  hand,  it  is  possible  to  become  overly  concerned 
with  resolving  current  issues,  to  the  neglect  of  the  longer-run  implica¬ 
tions  of  short-run  programs.6  One  of  the  greatest  assets  and  contribu¬ 
tions  of  the  economist,  it  would  seem,  is,  or  at  least  ought  to  be, 
the  capacity  for  maintaining  an  extended  or  long-range  time  perspec¬ 
tive,  and  recognizing  the  impact  of  short-range  programs  upon  longer- 
run  conditions  and  objectives. 

A  second  problem  is  that  the  preparation  of  plans  themselves  is 
a  time-consuming  process.  If  plans  are  to  be  available  to  meet  con¬ 
tingencies,  they  must  be  prepared  in  advance.  On  the  other  hand,  if 
plans  are  prepared  too  far  in  advance,  altered  conditions  may  make 
them  inapplicable  at  the  time  of  execution.  Fortunately,  in  some 
spheres  of  planning  this  possible  conflict  may  be  resolved,  or  at  least 
diminished,  as,  e.g.,  in  the  case  of  public  works  planning  in  the  United 


f-  Lindahl,  Studies  in  the  Theory  of  Money  and  Capital,  Part  I:  Hart 
Anticipations,  Uncertainty,  and  Dynamic  Planning;  Svennilson,  Ekonomisk  Planer¬ 
ing;  shackle  Expectation  in  Economics;  Hicks,  Value  and  Capital  Part  IV 
5.  Millett,  op.  cit.,  pp.  52-53. 

Q.  6.  Smithies  “Economic  Welfare  and  Policy,”  in  op.  cit.,  p.  21;  Viner,  “The 

y'vy  Tr  JJ®  L-g  View  m  Economic  Policy,”  American  Economic  Review , 
aaa  (Mar.  1940),  1-15. 
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States.  Prior  to  World  War  II,  appropriations  for  public  works  plan¬ 
ning  were  coterminous  yith  appropriations  for  the  construction  of 
projects  themselves.  Since  1940,  however,  planning  appropriations 
have  been  made  in  advance,  the  principle  of  a  “shelf  of  public  works” 
has  become  firmly  entrenched  in  American  planning,  and  public 
works  agencies  present  programs  several  years  in  advance. 

Closely  related  to  this  issue  is  the  problem  of  timing  and  time 
lags.  The  importance  of  timing  is  often  emphasized  in  planning 
literature.  In  a  rapidly  changing  economy,  an  ill-timed  application 
of  a  planning  measure  may  be  worse  than  no  application  at  all.  The 
timing  problem  becomes  especially  crucial  in  view  of  so-called  “lags 
in  response.”  Milton  Friedman  has  divided  “into  three  parts  the 
total  lag  involved  in  any  action  to  offset  a  disturbance:  (1)  the  lag 
between  the  need  for  action  and  the  recognition  of  this  need;  (2)  the 
lag  between  recognition  of  the  need  for  action  and  the  taking  of 
action;  and  (3)  the  lag  between  the  action  and  its  effect.”7 

A  third  problem  is  the  uncertainty  of  the  future.  As  Keilhau 
phrases  it,  the  act  of  looking  forward  by  the  planner  requires  a 
recognition  of  two  types  of  “future.”  “In  the  first  instance  we  have 
all  those  happenings  which  are  going  to  take  place  completely  inde¬ 
pendent  of  our  own  will.  We  choose  to  refer  to  this  immense  totality 
as  the  conjunctural  future  ...  but  secondly  we  have  before  us  a  limited 
number  of  events  which  must  or  may  be  influenced  by  our  personal 
resolutions.  We  wall  call  it  the  affectable  future.  The  former  repre¬ 
sents  the  sphere  of  prediction  and  prognosis.  The  latter  represents 
the  sphere  of  planning.”8  Two  important,  although  perhaps  obvious, 
observations  seem  relevant  here:  (1)  The  extent  to  which  the  future  is 
“affectable”  by  economic  planning  depends,  among  other  things,  upon 
the  scope  of  planning.  Other  things  remaining  equal,  the  “conjunc¬ 
tural  future”  would  seem  to  be  of  greater  relevance  under  limited 
than  under  comprehensive  planning.  (2)  The  future,  conjunctural 
or  affectable,  is  uncertain,  although  the  degree  of  uncertainty  would 
seem  to  be  more  intense  the  greater  the  importance  of  the  conjunc¬ 
tural  component  of  future  conditions.  What  this  boils  down  to,  in 
programmatic  terms,  is  that  limited  planning  must  often  be  based 
upon  inadequate  analysis  and  prognosis,8  and  must  be  content  with 
relatively  limited  and  restricted  ambitions.1 


7  Friedman,  “A  Monetary  and  Fiscal  Framework  for  Economic  Stability  ” 
ArJil  t^icRen^.  XXXVIII  (June  1948)  245-M; rep™tec Un 
fn  Positive  Economics,  pp.  133-56.  The  above  quotation  is  found  on  p.  145. 

9.  ChfeJ1,’  Smithies^  etal.,  “National  and  International  Measures  for  Full 

^ah’gfpopp «; The  Open  Society  and  its  Enemies,  pp.  154-64. 
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Fourth,  there  is  the  problem  of  planning  periods.  The  large  bulk 
of  planning  theory  of  the  formalized  type  in  economic  literature  has 
been  of  the  period  analysis  variety,  i.e.,  has  employed  the  techniques 
of  “discrete  processes”  and  difference  equations.  Erik  Lindahl,  for 
example,  a  leading  exponent  of  this  approach,  has  distinguished  (1) 
the  “external  conditions”  impinging  upon  economic  planning;  (2)  the 
construction  of  plans  at  the  beginning  of  time  periods,  oriented  toward 
the  attainment  of  certain  aims,  and  based  on  (a)  the  assessment  of 
past  developments,  present  conditions,  and  expectations  regarding 
future  conditions  and  developments,  and  (b)  the  choice  of  a  plan  from 
alternative  possible  courses  of  action;  and  (3)  the  dynamic  process  of 
the  revision  and  alteration  of  plans  with  the  passage  of  time,  as  new 
information  becomes  available  and  the  results  of  past  action  become 
clearer.2 

Quite  apart  from  the  formal  structure  and  details  of  an  analysis 
of  this  type,  which  can  be  quite  an  imposing  and  complicated  affair, 
it  may  be  relevant,  for  our  purposes  here,  to  note  certain  broad 
advantages  and  disadvantages  of  the  methodological  technique  of 
separating  the  passage  of  time  into  discrete  periods.  First,  as  Lindahl 
argues  effectively,3  human  action  does  not  and  cannot  operate  in 
terms  of  a  completely  continuous  recognition  and  assessment  of 
change  in  external  conditions,  internal  variables,  objectives,  and 
courses  of  action.  The  recognition  of  change  typically  takes  place 
“intermittently.”  Hence  the  notions  of  time  periods  or  “periods  of 
registration”  and  so  on  may  have  considerable  usefulness.  Govern¬ 
mental  budgets,  prepared  annually,  may  provide  a  rough  illustration 
of  this  principle.  Second,  relevant  statistical  data  for  national  eco¬ 
nomic  planning  do  not  refer  to  rates  of  flow,  but  to  amounts  during  a 
past  period  of  time. 

On  the  other  hand,  a  formalized  model,  based  on  the  assumption 
that  plans  are  not  revised  during  a  planning  period,  first,  faces  the 
difficulty  that  the  planning  period  may  be  a  different  length  in  differ¬ 
ent  sectors  of  the  economy,  and,  indeed,  in  different  governmental 
agencies  and  departments;  and,  second,  may  conceal  the  fact  that  a 
general  plan  cannot  lay  down  intimate  directives  for  all  specific 
problems  that  may  arise  during  a  planning  period,  and  that  consid¬ 
erable  leeway  may  be  given  to  administrative  officials  regarding  the 
timing  and  content  of  programs,  in  terms  of  their  judgment  of  the 
altered  nature  of  conditions,  within  a  time  period  in  which  over-all 
objectives  and  expectations  remain  roughly  stable. 

2.  Lindahl,  op.  cit.,  especially  pp.  35  ff. 

3.  Ibid.,  p.  42. 
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Facets  of  the  Planning  Process.  Many  current  studies  of  the 
dynamics  of  economic  planning  have  grappled  with  the  problem  ot 
demarcating  its  facets,  or,  more  ambitiously,  its  “steps”  or  “stages.”4 
Of  course,  breaking  down  a  complex  process  into  steps,  like  dividing 
a  complex  structure  into  parts,  faces  dangers  of  oversimplification 
and  rigid  schematization.  Without  attempting,  therefore,  to  claim 
any  absolute  merit  or  pre-emptive  worth  for  the  approach  adopted 
here,  it  is  suggested  that  the  process  of  economic  planning  may  be 
divided  roughly  into  three  related,  yet  not  identical,  facets:  (1)  the 
formulation  of  objectives;  (2)  the  assessment  of  conditions  and  the 
formulation  of  alternative  plans,  based  upon  expectations  of  possible 
future  conditions  and  possible  future  changes  in  relevant  variables; 
(3)  the  formulation  and  execution  of  programs  of  action. 

Three  tangential  remarks  may  be  made:  First,  this  breakdown 
is  a  generalized  one:  It  is  intended  to  apply  to  planning  (and  closely 
related  activities)  in  any  sphere  of  human  action  or  endeavor,  e.g., 
governmental  and  nongovernmental,  democratic  and  totalitarian, 

limited  and  comprehensive,  and  so  on. 

Second,  the  term  facets,  rather  than  steps  or  stages  of  economic 
planning  is  used  deliberately,  thus  leaving  open  the  question  of  the 
“order”  involved  in  terms  of  time  sequence  or  analytical  interpreta¬ 
tion.  Various  observers  have  offered  reasons  why  this  or  that  step 
should  be  placed  first.5 6  But  as  Johr  and  Singer  argue  so  effectively 
in  their  recent  study  on  the  methodology  of  public  economic  policy , 
the  order  of  these  steps  may  follow  alternative  patterns,  and  is  not 
necessarily  restricted  to  a  rigid  oi>e-two-three  sequence. 

Third,  the  three  facets  of  economic  planning  itemized  above  are 
handy  phrases  used  here  to  summarize  in  a  few  words  what  in  actu¬ 
ality  can  be  a  many-sided  and  highly  complicated  affair:  Each  facet, 
could  be  broken  down  into  as  many  subdivisions  as  seemed  desirable 


4  Millett  op  cit.,  chap.  2,  distinguishes  among  “the  determination  of  objec- 
tives^themeasurement  of  In  eU.ng  situation  and  the d-g £ £ 
positive  action.”  Landauer,  op.  cit  chaps.  11  and  H 

between  the  “making”  of  the  plan  and  its  “execution.  Galloway,  Planning  }  or 
aZZ,  p  6,7resente  a  five-step  process;  “1.  The 

Ve  7Bht,  ?■ 

fifSSSM-  -  dStl.  5.  The  detailed  — 

*> 

chain  of  events”  as:  (1)  the  actual  aeveiopwc  changes  in 

5.  Cf.,  e.g.,  Millett,  op.  cit.,  pp.  11  u- 

6.  Johr  and  Singer,  op.  cit.,  p.  27. 
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for  various  purposes.  Consider,  e.g.,  the  “formulation  of  objectives.” 
Goals  of  economic  life  are  essentially  an  ethical  problem,  bringing  the 
study  of  economic  planning  into  interconnection  with  some  of  the 
broadest  issues  and  problems  of  social  philosophy.  But  even  on  the 
more  technically  “scientific”  (here  explanatory-predictive)  plane  of 
analysis,  there  are  the  problems  of  (1)  the  sources  or  origins  of  plan¬ 
ning  objectives  (example:  who  maintains  that  “stabilization”  is  desir¬ 
able?  individuals?  groups?  governments?) ;  (2)  the  nature  and  content 
of  these  objectives  (example:  how  full  is  “full  employment”?);  (3)  the 
degree  of  compatibility  or  incompatibility  among  competing  objec¬ 
tives  (example :  to  what  extent  is  a  competitive  market  structure,  in 
the  sense  of  the  dispersion  of  economic  power,  compatible  with  techno¬ 
logical  progress  and  dynamic  performance?). 

Similarly,  a  more  detailed  analysis  than  is  possible  here  might 
involve  the  dissection  of  the  “assessment  of  conditions”  and  the 
“formulation  of  plans”  into  their  constituent  parts.7  Regarding  the 
assessment  of  conditions,  at  least  four  subdivisions  might  be  distin¬ 
guished:  (1)  investigation  of  the  existing  situation  (situation  here 
referring  possibly  to  valuational  or  institutional  characteristics  of  the 
particular  economic  system  under  consideration  as  well  as  such  tradi¬ 
tional  economic  variables  as  incomes,  prices,  employment,  and  so  on) ; 
(2)  ascertainment  of  the  extent  to  which  existing  conditions  differ 
from  those  conditions  necessary  for  the  attainment  of  objectives  — 
i.e.,  the  confrontation  of  values  with  facts;  (3)  the  ascertainment  and 
assessment  of  the  effectiveness  or  success  of  past  policy  measures  in 
relation  to  past  aims  and  conditions;  (4)  the  forecasting  of  relevant 
future  conditions  (conditions  here  again  referring  possibly  to  future 
changes  in  objectives  and  surrounding  socio-economic  institutions  as 
well  as  to  possible  changes  in  more  traditional  economic  variables). 

In  similar  fashion,  the  formulation  of  plans  might  involve  (1)  the 
construction  of  possible  alternative  measures  (and  combinations  of 
measures)  to  attain  objectives;  (2)  the  assessment  of  the  possible 
success  of  alternative  measures  in  attaining  objectives,  under  alterna¬ 
tive  possible  conditions,  which  implies  (3)  forecasting  the  effects  of 
the  measures,  both  upon  the  objectives  postulated  and  upon  other 
values,  programs,  institutions,  and  variables. 

The  formulation  and  execution  of  programs  of  action,”  like  the 
other  two  facets  listed,  can  also  be  broken  down  into  subcomponents, 
e.g.,  (1)  the  selection  of  a  plan  from  various  alternatives;  (2)  obtaining 
support  or  ratification  of  a  plan;  (3)  formulating  and  developing  the 
implications  of  a  general  plan  or  program  in  specific  terms;  (4)  execut- 

7.  Cf.,  e.g.,  ibid.,  Part  I,  chaps.  4-6.  - 
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ing  the  plan;  (5)  reviewing  the  execution  of  plans.8  One  might  also 
want  to  mention  (6)  “planning  the  planners,”9  i.e.,  formulating  and 
executing  plans  for  co-ordinating  and  checking  planning  (and  related 
administrative)  personnel. 

Economic  Planning  and  the  Alteration  of  Economic  Systems.  One 
of  the  most  fascinating,  and  undoubtedly  unresolvable,  issues  injected 
into  the  discussion  of  economic  planning  by  a  recognition  of  the 


dynamics  of  the  planning  process  is  the  possibility  of  alteration  in  the 
structure  of  the  process  itself,  and  of  the  politico-economic  system  of 
which  it  is  a  fundamental  component.  Possible  cases  and  examples 
of  relations  between  economic  planning  and  institutional  change  are 
numerous.  Two  possibilities  are  selected  for  very  brief  comment  here. 

One  possibility  is  the  one  which  was  nearly  discussed  to  death  in 
the  early  postwar  period,  viz.,  the  “Road  to  Serfdom”  controversy.1 
This  debate  was  unfortunately  clogged  with  a  series  of  methodologi¬ 
cal,  definitional,  and  emotional  obstacles  which  made  effective  discus¬ 
sion  highly  difficult.  However,  clearing  away  this  underbrush  as  best 
we  can,  we  are  left  with  two  central  questions:  (1)  Is  it  likely  that 
contemporary  programs  of  economic  planning  in  Western  societies 
will  become  “total  and  comprehensive?”  (2)  If  this  happened,  could 
or  would  pressures  for  the  imposition  of  totalitarian  controls  be 
avoided? 

Both  questions,  of  course,  are  speculative  and  contingent,  i.e.,  are 
futuristically  oriented  and  can  be  answered  completely  only  as  the 
course  of  historical  development  unfolds.  Further,  although  both 
questions  are  speculative,  the  second  is  more  remote,  since  it  is  based 
upon  the  elimination  of  the  first.  The  two  questions  are  related, 
however,  because  of  the  possibility  of  the  erosion  of  freedoms  prior 


to  the  attainment  of  comprehensive  planning. 

This  does  not  mean  that  we  must  wait  for  history  to  give  us  the 
answers,  or  that  we  can  say  nothing  about  these  issues.  It  does  imply, 
however,  that  we  lack  empirical  evidence  of  a  conclusive  sort,  drawn 
from  past  experiences,  and  that  the  future  structure  of  economic  sys¬ 
tems  and  the  character  of  economic  institutions  under  varying  types 
and  degrees  of  planning  is  not  foreseeable  via  the  tools  of  logic.  Stark 
alternatives,  in  logical  terms,  display  a  disconcerting  habit  of  becom¬ 
ing  workable  mixtures  in  practical  action. 

8  Cf.  e.g.,  Smithies,  The  Budgetary  Process  in  the  United  States,  chap.  II. 
9.  Wo’oton,  Freedom  under  Planning,  chap.  10:  Mannheim,  Man  and  Society 

in  an  Aqe  of  Reconstruction,  p.  74.  .  Wnntnr 

x  Cf  Hayek,  The  Road  to  Serfdom;  Finer,  The  Road  to  Reaction,  Wooto 
op  cit  Cf.  also,  Clark,  Alternative  to  Serfdom;  Jewkes,  Ordeal  by  Planning, 
Wright  Democracy  and  Progress;  Meade,  Planning  and  the  Price  Mechanism. 
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What  we  can  do  is  to  formulate  a  qualitative  assessment  of  the 
general  direction  and  momentum  of  social  movements,  and  to  antici¬ 
pate,  in  a  broad  way,  some  of  the  problems  which  might  arise,  by 
judicious  application  of  such  historical  and  institutional  materials  as 
we  have  that  seem  relevant.  Sweeping  generalizations  and  rigid  con¬ 
clusions  must  be  regarded  with  extreme  caution  in  this  area.  Against 
the  categorical  vision  of  “creeping  socialism,”  compare,  e.g.,  the 
guarded  judgment  of  J.  M.  Clark:  “Some  observers  appear  to  hold, 
or  at  least  imply,  that  once  the  change  from  individualism  starts,  it 
can  find  no  logical  point  of  rest  short  of  complete  collectivism.  As 
against  this,  I  regard  it  as  more  probable  (though  naturally  unprov- 
able)  that  a  society  of  Western  type  which  has  once  thoroughly  tasted 
the  spirit  that  combines  democracy  with  economic  freedom  and  has 
gained  prosperity  under  it  would  check  any  trend  toward  collectivism 
without  reaching  a  point  of  no  return.  This  would  mean  that  its 
natural  state  is  one  of  uneasy  balance  between  private  and  com¬ 
munity  action.”2 


As  a  second  example,  it  is  interesting  to  note  that  students  of 
the  Soviet  Union  have  been  pushing  toward  an  analysis  of  economic 
planning  and  transformation  of  politico-economic  systems  from  an 
entirely  different  angle.  Soviet  planning,  so  the  argument  runs,  has 
been  directed  basically  toward  two  objectives:  (1)  to  control  the 
economy,  as  a  means  of  increasing  political  power  and  ensuring  politi¬ 
cal  loyalty,  i.e.,  planning  as  an  instrument  of  totalitarian  control; 
(2)  to  plan  economic  activity  so  as  to  increase  productivity  and  the 
economic  base  of  the  country,  i.e.,  planning  as  an  instrument  of 
economic  growth. 

The  first  objective  has  required  the  familiar  apparatus  of  totali¬ 
tarian  dictatorship.  The  second  objective,  however,  has  necessitated 
the  development  of  an  industrial  bureaucracy,  the  placing  of  mem¬ 
bers  of  the  administration  in  positions  of  responsibility  and  power, 
and  the  admission  of  the  administrative  and  technical  elite  into  the 
Party.  The  threat  of  these  developments  for  the  maintenance  of 
totalitarian  political  control,  it  is  maintained,  is  direct:  The  efficient 
exercise  of  responsibility  by  a  bureaucracy  requires  rationality,  order, 
stability,  hierarchy,  chains  of  command,  rules  regarding  the  allocation 
of  authority,  and  so  on.  But  these  are  characteristics  of  authoritari¬ 
anism,3  not  totalitarianism.  The  problem  is  intensified  because  of 


.?•  Cla?-  “Economic  Welfare  in  a  Free  Society,”  in  Lekachman  (ed.), 
op.  cit.}  pp.  295-96.  ' 

3.  Cf.,  e.g.,  Moore,  Terror  and  Progress  in  USSR,  p.  19,  who  argues:  “If 
the  Communist  rulers  ever  achieved  the  degree  of  regularity  and  precision  in 
their  society  that  they  seek  so  constantly  and  vigorously,  they  would  seriously 
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the  impossibility  of  severing  rigorously  the  determination  of  objec¬ 
tives  and  the  selection  of  policies  from  the  execution  of  plans  and 
administrative  decisions.  The  Party  leaders  are  constantly  faced 
with  the  possibility  of  the  technical  and  administrative  intelligentsia 
usurping  their  power. 

Thus  far,  at  any  rate,  a  rough  balance  has  been  maintained  in 
Soviet  planning  between  the  political  requirements  of  totalitarian 
control  and  the  requirements  of  economic  development  and  bureau¬ 
cratic-administrative  stability  and  hierarchy.  However,  if,  in  the 
future,  the  requirements  of  economic  development  (especially  in  agri¬ 
culture)  and  bureaucratic  efficiency  do  emerge  triumphant  over  the 
objective  of  political  control,  the  rationality  and  regularity  involved 
in  the  bureaucratic  outlook  may  conceivably  alter  the  bases  of  totali¬ 
tarian  dictatorship  in  Soviet  Russia. 

What  this  highly  speculative  type  of  analysis  boils  down  to,  for 
our  purposes  here,  is  that  perhaps  a  highly  rationalistic,  bureaucrati¬ 
cally  organized  system  of  comprehensive  economic  planning  can  func¬ 
tion  most  effectively  neither  under  constitutional  democracy  nor 
under  totalitarian  dictatorship,  but  rather  under  some  sort  of  con¬ 
stitutional  or  authoritarian  (but  not  totalitarian)  dictatorship,  or 
benevolent,  paternalistic  despotism.  However,  even  this  is  not 
certain,  and  the  above  discussion  was  mainly  for  the  purpose  of  defini¬ 
tional  illustration,  not  of  detailed  analysis. 


Summary  and  Conclusions 

1.  Economic  planning  lies  at  the  core  of  the  economizing  process. 
It  is  a  potentially  useful  concept  in  economic  analysis  and  research, 
and  is  currently  being  reconsidered  and  re-examined  by  various 
observers. 

2.  Whereas  the  particularized  approach  to  the  definition  of  eco¬ 
nomic  planning  has  been  accompanied,  in  the  past,  by  the  construc¬ 
tion  of  stark  and  artificial  alternatives,  the  generic  approach  leads 
directly  to  the  “structure”  and  “process”  of  economic  planning. 

3.  Economic  planning  may  be  structured  in  various  ways,  by 
such  factors  as  the  state  of  economic  development,  the  scope  of  gov¬ 
ernmental  action,  the  nature  of  the  political  system,  and  so  on.  A 
clear  recognition  of  relevant  criteria  and  indicia  of  economic  planning 
is  a  first  step  toward  the  construction  of  more  empirically  applicable 
“types”  of  planning,  and  models  of  economic  analysis  based  on 

these  types. 

alter  and  probably  destroy  the  basis  of  their  own  rule  ”  On  these  issues,  see  also 
Arendt,  The  Origins  of  Totalitarianism,  Part  III,  and  Rostow,  1  he  Dynamic  f 
Soviet  Society,  pp.  191-96. 
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4.  The  recognition  of  economic  planning  as  a  dynamic  process 
illustrates  the  importance  of  the  time  dimension  in  economic  analy¬ 
sis,  raises  the  issue  of  the  facets  or  steps  of  economic  planning, 
and  re-emphasizes  the  fact  that  changes  in  economic  planning  may 
bring  changes  in  surrounding  socio-political  institutions  and  eco¬ 
nomic  systems. 

John  E.  Elliott. 

University  of  Southern  California 
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I 


In  recent  literature,  increasing  attention  has  been  paid  to  the 
theory  of  bargaining  and  negotiation.1  This  is  a  most  desirable 
development  since,  in  the  light  of  the  number  and  importance  of  the 
economic  and  other  transactions  (and  interactions)  thus  mediated, 
there  can  be  little  doubt  of  the  real  need  for  a  good  theory  of  the 


negotiation  process. 

Interesting  as  have  been  some  of  the  contributions  to  particular 
aspects  of  negotiation  theory,  no  general  statement  of  such  a  theory 
has  yet  emerged.2  As  a  contribution  to  the  development  of  such  a 
general  theory,  I  herein  suggest  the  adaptation  of  a  psychological 
choice  theory  model  to  the  analysis  of  negotiation. 

Throughout  this  paper,  collective  bargaining  over  terms  and 
conditions  of  employment  is  used  as  an  example  of  the  negotiation 
process.  However,  the  format  of  the  analysis  is  intended  to  be 

applicable  to  negotiations  of  many  sorts.3 

Emphasis  is  upon  developing  the  analytical  framework  rather 
than  upon  application  of  this  framework  to  particular  problems.  The 
major  points  are: 


comprehensive  formulation^  G.  See 

rYTxS."*’." 

t'c'SS,  "An  Essay  on  Bargaining,"  American 
of  intranational  and  international  political  relations,  etc. 
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(1)  A  reasonably  self-contained  description  of  the  choice  theory 
model  to  be  employed  in  the  analysis. 

(2)  An  explanation,  in  terms  of  the  model,  of  why  the  parties 
negotiate  at  all,  i.e.,  rather  than  selecting  some  alternative  method 
for  mediating  the  transaction  in  question. 

(3)  An  analysis,  in  terms  of  the  model,  of  the  negotiation  process 
itself,  i.e.,  the  significance  of  the  information  exchanged  in  the  course 
of  negotiation. 

(4)  An  illustrative  application  of  the  model  to  the  disputed 
problem  of  the  “real”  function  of  the  so-called  basic  criteria  used  in 
wage  negotiations  (e.g.,  comparative  wage  rates,  ability  to  pay,  etc.). 

(5)  An  explanation  of  the  five  analytically  separable  ways  in 
which  negotiation  may  terminate.  (It  develops  that,  from  this  point 
of  view,  there  is  an  important  asymmetry  in  the  effects  of  different 
negotiation  tactics). 

The  choice  theory  model  employed  is  of  the  stable  equilibrium 
“conflict”  choice  type,  basically  different  from  models  usually 
employed  in  the  analysis  of  economic  choice  behavior.  Although 
herein  applied  only  to  negotiation  theory,  this  model  may  well  be  of 
much  more  general  interest  to  students  of  economic  choice  behavior. 
It  may  also  be  noted  that  since  this  is  an  equilibrium  model,  it  per¬ 
mits,  analogously  to  comparative  statics  analysis  generally,  predic¬ 
tion  of  the  direction  of  shift  in  the  variable  of  interest  (e.g.,  wage 
rate),  consequent,  ceteris  'paribus,  upon  shifts  in  certain  environ¬ 
mental  parameters  of  interest.  In  this  sense  then,  it  makes  the 
outcome  of  negotiations  theoretically  determinate. 


II 


In  much  of  the  literature  the  terms  “bargaining”  and  “negotia¬ 
tion”  are  used  more  or  less  interchangeably,  as  if  they  had  reference 
to  the  same  phenomena.  However,  it  is  helpful  to  maintain  a  dis¬ 
tinction  between  the  two.  In  any  exchange  transaction,  for  example, 
an  ordinary  retail  purchase,  a  bargain  (regarding  the  terms  of 
exchange)  is  struck,  and  hence,  a  kind  of  bargaining  may  be  said  to 
have  taken  place.  But,  as  in  this  instance,  there  need  be  no  negotia¬ 
tion  involved.  Only  certain  exchange  transactions  are  featured  by 
negotiation,  although  all  may  be  viewed  as  instances  of  bargaining.4 
Thus  negotiation  is  just  one  of  several  ways  in  which  a  bargain  may 
be  concluded.  In  order  to  mediate  any  transaction,  A  and  B  must 


thn  P?mt  see  Chamberlain,  op.  cit.,  especially  chaps.  6,  7,  and  8.  As 

resn^to  numpUr  ra  t6S’  thetCOnCept  “bar8aininK  power”  may  be  elaborated  with 
respect  to  numerous  transactions  m  which  no  negotiation  takes  place 
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exchange  some  minimum  amount  of  information,  namely  the  initial 
terms  upon  which  either  (or  both)  is  willing  to  conclude  the  trans¬ 
action  (on  a  take-it-or-leave-it  basis),  and  subsequent  acceptance  or 
rejection  of  the  offered  terms.5  However,  A  and  B  may  be  said  to 
negotiate  if  they  exchange  information  relevant  to  some  prospective 
transaction  in  addition  to  this  minimum  amount.  I  subsequently 
discuss  the  kinds  and  functions  of  such  additional  information. 


Ill 


Let  us  now  consider  the  choice  theory  model  used  in  the  subse¬ 
quent  analysis.  It  has  been  observed  that  a  subject,  when  con¬ 
fronted  with  a  choice  between  goal  objects,  may  behave  in  either  of 
two  distinctly  different  ways : 

(1)  The  subject  may  immediately  elect  one  or  the  other.  Call 
this  a  nonconflict  choice. 

(2)  The  subject  may  immediately  elect  neither  goal.  Rather  he 
wdll  remain  uncertain  for  a  period  of  time  in  a  sort  of  behavioral 
equilibrium  between  the  twro.  Call  this  a  conflict  choice. 

How  is  this  difference  between  nonconflict  and  conflict  choice 


behavior  to  be  explained?8 

The  model  here  described  bases  the  explanation  of  behavioral 
equilibrium  in  the  conflict  choice  situation  upon  the  concepts  of  the 
“approach  gradient”  and  the  “avoidance  gradient.”7  Just  as  an 
individual  may  learn  approach  tendencies  to  rewarding  (positive) 
goals  so  also  he  may  learn  avoidance  tendencies  to  goals  such  that 
to  elect  them  involves  an  expectation  of  punishment  or  nonreward 
(negative  goals).  The  approach  gradient  is  a  name  given  the  hypothe¬ 
sis  that  the  strength  of  an  individual’s  tendency  to  approach  a  posi- 


5  This  exchange  of  information  need  not  be  of  the  vis-^vis  variety  nor 
nee<1  6  might  suggeat  thi.  explanation:  in  the  confhct 

Istligssiss 

chli  tbit^de  quickly,  the  matter  of 

operationally  in  the  probata  ity  t  a one  ra  two  goais  0f  equal  preference, 
Thun,  in  the  case  of  a  nonconflict  ct  selected  immediately 

we  should  expect  on  a  ‘"»M“t‘e“®Snal  definition  usually  given 

about  half  of  the  time.  (T  ,  ’  ass0ciated  with  economic  choice 

the  concept  of  indifference  in  expenmentetum  ™n e  sort 

theory.)  The  conflict  choice Min®  devefop  the  model  I  shall  here  describe. 
7.  John  Dollard  and  Neal  E.  Miller ™Ynrk  1950)  especially  chap.  XXII. 

M^anlSS  Votot^ply  S' model  to  the  negotiation  problem. 
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tive  goal  is  a  decreasing  function  of  his  distance  from  the  goal. 
Analogously,  the  avoidance  gradient  is  a  name  given  the  hypothesis 
that  the  strength  of  an  individual’s  tendency  to  avoid  a  negative  goal 
is  a  decreasing  function  of  his  distance  from  the  goal.8  A  number  of 
stable  and  unstable  equilibrium  choice  models  can  be  constructed  in 
terms  of  these  gradients.  This  analysis  will  make  use  only  of  the 
avoidance  gradients.  That  is,  the  choice  theory  model  employed  is 
of  the  avoidance-avoidance  type.  This  model  is  represented  in 
Figure  I.9  (At  present,  the  reader  should  ignore  the  graph  labels  in 

[Settle  on  Union’s  Terms]  [Maintain  own  Position] 


GOAL  A 


GOAL  B 


Strength  of 
Tendency  to 
Avoid 


FIGURE  I 


brackets.).  In  Figure  I,  view  the  goals  A  and  B  as  negative  goals. 
The  function  AA  is  an  avoidance  gradient  for  goal  A,  representing 
the  increasing  strength  of  the  tendency  to  avoid  goal  A  as  the  subject 
gets  closer  to  it.  And,  analogously,  BB  is  the  avoidance  gradient  for 
goal  B.  At  a  position  such  as  Dl,  the  strength  of  the  tendency  to 
avoid  goal  A  is  equal  to  the  strength  of  the  tendency  to  avoid  goal  B. 
At  such  a  position,  the  individual  is  in  a  stable  equilibrium  position. 
If,  in  this  avoidance-avoidance  situation,  the  individual  be  momen- 


,  ,  !•  SeK  Dollard  and  filler,  op.  tit.,  for  a  discussion  of  the  inductive  and 
deductive  bases  for  these  hypotheses.  u^rve  mm 

t>  ■  ®,The  !V)ear  assumptions  incorporated  in  Figure  I  are  not  significant.  For 

thl  Abdr  geS  Ip]*  reStriCtio,,S  °"  the  5hape  °'  Wti°"s  »th“ 
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tarily  displaced  from  a  position  such  as  Dl,  say  to  D2,  he  will  tend  to 
return  to  Dl.  The  reason  for  this  is  that  in  a  position  such  as  D2, 
the  strength  of  the  tendency  to  avoid  goal  A  is  stronger  than  the 
strength  of  the  tendency  to  avoid  goal  B.  Hence  there  is  a  net  avoid¬ 
ance  tendency  operating  to  drive  the  individual  toward  goal  B,  i.e., 
back  towards  position  Dl.  An  analogous  argument  applies  to  dis¬ 
placements  on  the  other  side  of  Dl,  closer  to  goal  B.1 

Suppose  the  individual  to  be  in  equilibrium  at  position  Dl.  Fur¬ 
ther  suppose  that,  due  to  a  change  in  environmental  circumstances, 
the  individual’s  avoidance  gradient  A  A  shifts  upward  to  occupy  the 
position  A' A'  (the  dotted  line  function).  In  this  instance,  the  avoid¬ 
ance  gradient  to  goal  A  lies  everywhere  above  that  to  goal  B,  hence 
everywhere  there  is  a  net  tendency  to  avoid  A .  In  this  circumstance, 
the  individual  will  elect  goal  B.  It  is  only  in  such  a  circumstance 
that,  in  spite  of  the  avoidance-avoidance  nature  of  the  choice,  one 
goal  will  be  immediately  elected. 

It  will  be  observed  that  the  model  determines  two  variables: 
(1)  the  distance  of  the  subject  from  each  goal,  in  equilibrium;  (2)  the 
strength  of  the  tendency  to  avoid  both  goals,  which  is  the  same  for 
both  goals  in  equilibrium.  In  Figure  I  and  for  position  Dl  this  is 
measured  by  OE.  Regarding  this  latter  variable,  conflict  choice 
situations  involving  this  kind  of  behavioral  equilibrium  are  apt  to 
be  an  uncomfortable  experience  for  the  individual.  Such  situations 
give  rise  to  a  drive  stimulus  commonly  termed  “tension  (or  anxiety, 
etc.).  The  level  of  tension  experienced  in  such  an  equilibrium  choice 
situation  is  an  increasing  function  of  the  strength  of  tendency  to 
avoid  which  the  individual  feels  in  equilibrium,  and  of  the  length 
of  time  the  subject  is  in  the  equilibrium  situation.  High  or  long- 
experienced  levels  of  tension  are  apt  to  be  associated  with  a  variety 
of  aberrant  behaviors,  e.g.,  reduced  learning  capacity,  reduced  ability 
to  pay  attention,  etc.  The  theory  of  conflict  choice  involving  this 
kind  of  behavioral  equilibrium  suggests  that  if  there  is  available 
some  compromise  behavior,  other  than  electing  either  of  the  two 
negative  goals,  the  individual  should  be  expected  to  choose  it.  (For 
example,  escape  from  the  choice  situation  altogether,  or  some  com¬ 
promise  response  “between”  the  two  goals.)  We  shall  have  use  for 
these  considerations  subsequently. 


1.  It  may  be  noted  with  respect  to  Figure  I,  that  if  A  and  B  are  viewed  as 
positive  goals,  and  A  A  and  BB  as  approach  gradients,  then  the  model  is  of  the 


unstable  equilibrium  type. 
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IV 

Given  this  general  background,  let  us  turn  to  what  is  the  first 
task  of  a  theory  of  negotiation.  This  is  to  explain  why  it  is  that,  in 
a  type  of  situation  such  as  collective  bargaining,  the  parties  negotiate 
at  all.2  Negotiation  is  not  after  all  the  only  way  in  which  the  trans¬ 
action  might  be  mediated.  Why  should  not  the  parties  elect  some 
alternative  method,  e.g.,  “take-it-or-leave-it,”  for  mediating  the 
transaction  in  question?  In  seeking  an  answer  to  this  question  it 
will  be  helpful  to  investigate  a  simple  alternative  model. 

Assume  a  well  organized  union  whose  members  comprise  the 
major  portion  of  the  company’s  work  force.  Further  assume  that  the 
company  would  have  extreme  difficulty  in  replacing  the  union  mem¬ 
bers  should  they  strike,  and  that,  in  such  an  event,  the  union  mem¬ 
bers  would  experience  extreme  difficulty  in  finding  alternative 
employment.  Now  assume  a  market  procedure  as  follows:  The  union 
unilaterally  states  its  terms  (demand  for  a  wage  increase)  on  a  take- 
it-or-leave-it  basis,  no  compromise  possible,  and  with  the  understand¬ 
ing  that  should  the  company  elect  to  leave-it,  a  strike  would  be  a 
certainty.3  In  this  situation,  two  choices  are  available  to  the  company: 

(1)  insisting  upon  its  own  position,  the  existing  terms. 

(2)  settling  on  the  union’s  terms. 

Economic  choice  theory  might  suggest  that  the  company’s  choice  in 
this  situation  should  turn  simply  upon  the  maximization  of  expected 
utility,  taking  into  account  such  factors  as  the  relative  probability 
and  cost  of  a  strike,  on  the  one  hand,  and  the  probable  cost  of  paying 
the  rate  increase  on  the  other.  That  is,  the  company  would  immedi¬ 
ately  elect  one  goal  or  the  other,  depending  upon  the  outcome  of 
such  a  “calculation.” 

However,  this  is  a  conflict  choice  situation  conforming  to  the 
avoidance-avoidance  model.  The  company  confronts  two  negative 
goals,  i.e.,  there  is  an  expectation  of  cost  consequent  upon  the  elec- 

2.  Such  considerations  as  the  existence  of  a  statutory  requirement  to  bargain 
are  not  at  this  point  relevant. 

3.  This  was,  indeed,  very  much  the  way  in  which  "collective  bargaining” 
was  carried  on  in  this  country  in  the  early  nineteenth  century.  In  so  far  as  the 
point  made  in  this  section  is  concerned,  we  might  alternatively  suppose  the 
company  to  quote  the  terms,  unilaterally.  The  following  analysis  applies  to 
both  cases. 

In  a  negotiation  situation,  the  union’s  initial  statement  of  terms  would  not 
be  its  final  offer,  but  rather  a  “gambit”  price  enough  above  its  final  offer  to  leave 
room  for  bargaining.  This,  however,  is  a  take-it-or-leave-it  situation,  and  the 
initial  statement  of  terms  is  the  final  one. 

■  .•  F;)r  a  discussion  of  the  various  prices  with  which  a  bargainer  may  be  sub¬ 

jectively  concerned,  see  Shackle,  op.  cit. 
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tion  of  either.  Company  choice  1  exposes  the  company  to  a  strike 
and  the  costs  associated  therewith.  Company  choice  2  means,  ceteris 
paribus ,  loss  of  profit  due  to  paying  the  higher  rate.4  In  consequence, 
one  should  expect  the  company  to  elect  neither  of  its  available  choices 
immediately.  Rather,  the  company  will  remain  uncertain,  unable  to 
“make  up  its  mind,”  i.e.,  in  a  sort  of  behavioral  equilibrium  between 
the  two.  It  will  also  be  recalled  that  in  such  a  choice  situation  the 
company  should  be  expected  to  perform  some  compromise  response 
were  such  available.  Thus  the  company  might  prefer  that  the  rules  of 
the  market  game  permitted  an  additional  choice,  viz.: 

(3)  seeking  a  compromise,  via  negotiation.5 

The  market  “game”  as  I  have  here  presented  it  (the-take-it-or- 
leave-it  model)  is  what  I  shall  term  an  unnatural,  purposive  game.6  I 
define  a  purposive  game  as  one  in  which  the  relation  between  the  game 
and  its  associated  economic  transaction  is  such  as  to  make  the  game 
a  means  to  an  end,  namely,  to  mediate  the  economic  transaction.7 

The  take-it-or-leave-it  game  is  considered  unnatural  in  the 


4.  This  way  of  looking  at  the  matter  is  in  line  with  Hicks’s  depiction  of  the 
employer’s  position  in  the  bargaining  situation,  viz.:  “.  .  .  either  he  must  pay 
higher  wages  than  he  would  have  paid  on  his  own  initiative  (and  this  generally 
means  a  prolonged  reduction  in  profits)  or  on  the  other  hand  must  endure  the 
direct  loss  which  will  probably  follow  from  a  stoppage  of  work.”  See  J.  R.  Hicks, 
The  Theory  of  Wages,  pp.  141  et  seq.  See  also  Chamberlain’s  elaboration  of  the 
concept  of  “bargaining  power”  in  Neil  W.  Chamberlain,  Collective  Bargaining 
(New  York,  1951),  chap.  10.  Chamberlain  adopts  a  modification  of  Hicks’s  view. 

5.  Or  perhaps  the  company  might  attempt  escape  from  the  choice  situation 
entirely,  e.g.,  obtain  a  court  indictment  of  the  union  as  a  criminal  conspiracy,  or 
seek  injunctive  relief  against  the  strike,  etc.  From  this  point  of  view,  the  exist¬ 
ence  of  a  statutory  requirement  to  bargain  is  significant,  i.e.,  as  blocking  off 
certain  potential  escape  routes. 

6.  One  might,  of  course,  construct  alternative  models.  One  feature  of  the 
model  presented  was  a  certain  asymmetry  in  the  amount  of  information  available 
to  the  parties.  The  union  made  its  demand  with  no  knowledge  of  the  company  s 
position  whereas  the  company  made  its  choice  with  perfect  knowledge  of  t  e 
union  position  which  would  lead  to  a  strike  if  rejected.  We  might  remedy  this 
feature  by  providing  that  the  union  and  the  company  are  to  state  their  terms 
simultaneously  (e.g.,  the  wage  rate)  on  a  take-it-or-leave-it  basis.  This  would 
now  be  a  two  person,  two  strategy  game  in  which  the  union  had  available  strategies 
analogous  to  those  available  to  the  company  in  the  example  cited.  Provision 
might  also  be  made  that  the  parties  must  reveal  information  with  respect  to  their 
choices  simultaneously.  Investigation  of  such  additional  models  does  not,  how¬ 
ever,  seem  to  lead  to  conclusions  substantially  different  from  those  involved  in 

the  simple  model  above  discussed.  .  ,  ,  ,  -  i  ■ 

7  This  is  in  contrast  to  certain  parlor  games  in  which  the  relationship 

between  the  game  and  its  associated  economic  transaction  (wager)  is  the  reverse 
of  this.  In  these  games,  the  game  itself  is  the  end,  and  the  economic  transaction 
a  means  to  the  end,  i.e.,  to  lend  interest  to  the  playing  of  the  game. 

The  distinction  between  purposive  and  nonpurposive  games  is  an  importa  t 
one  for  the  reason  that  the  two  classes  may  differ  with  respect  to  properties  crucia 
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avoidance-avoidance  choice  situation  because,  in  this  situation,  the 
player  is  highly  motivated  (by  tensions  generated  in  the  choice  situa¬ 
tion)  to  seek  strategies  in  addition  to  those  made  available  by  the 
rules.  Of  course,  in  any  game,  increasing  the  number  of  opportu¬ 
nities  available  may,  ceteris  paribus,  increase  the  value  of  the  payoff. 
However,  I  do  not  here  argue  that,  in  the  case  of  an  unnatural  game, 
the  player  seeks  an  additional  strategy  (negotiation)  because  he  may 
thus  probably  be  assured  a  more  favorable  outcome  of  the  game.8 
Rather,  I  argue  that  the  avoidance-avoidance  conflict  choice  situation 
is  inherently  and  generically  of  such  a  nature  that  the  game  take-it- 
or-leave-it  must  give  rise  to  strong  motivations  to  discover  alternative 
responses.  In  this  situation  the  individual  cannot  immediately  make 
up  his  mind  which  goal  to  elect.  He  is  in  a  kind  of  behavioral  equi¬ 
librium  such  that  strategies  other  than  those  available  in  take-it-or- 
leave-it  are  psychologically  necessary  if  the  game  is  to  be  an  appro¬ 
priate  (natural)  one  for  mediating  the  transaction  in  question. 

I  conclude,  then,  that  in  the  kind  of  bilateral  monopoly  situation 
represented  by  collective  bargaining,  the  parties  would  probably  pre¬ 
fer  to  play  the  game  negotiation  rather  than  the  game  take-it-or- 
leave-it.  This  conclusion  would  seem  to  be  somewhat  at  odds  with 
Schelling  s  approach  to  the  theory  of  bargaining.  Schelling’s  major 
point  is  that  an  important  class  of  tactics  in  bargaining  is  that  class 
which  enables  a  player  to  convert  the  choice  confronted  by  his 
adversary  into  one  of  the  take-it-or-leave-it  variety.9  However,  in 
the  light  of  the  above  analysis  of  why  the  parties  negotiate,  this  tactic 
should  not  be  of  prime  importance  (at  least  at  the  outset)  in  many 
negotiations.  I  have  argued  that  (for  rational  or  other  reasons)  the 
parties  choose  to  play  the  game  negotiation  rather  than  the  game 
take-it-or-leave-it  in  certain  kinds  of  choice  situation  (i.e.,  conflict 
choice  of  the  avoidance-avoidance  type).  It  would  not  seem  plaus- 


to  analysis.  Thus,  for  example,  one  would  hazard  the  guess  that  purposive  games 
are  more  apt  to  give  rise  to  conflict  choice  situations  involving  the  experience  of 
uncomfortable  tensions  than  are  parlor  games.  Consequently,  it  would  seem  more 
importantto  consider  this  possibility  in  an  analysis  of  purposive  games.  On  the 
other  hand,  a  game  theory  elaborated  chiefly  with  respect  to  nonpurposive  games 
might  neglect  this  possibility. 

8.  Such  a  rationality  principle  argument  can  be  made.  Suppose  that  a  solu- 
tion  no  dea  has  an  extremely  low  value.  Suppose  further  that,  as  contrasted 
with  negotiation,  take-it-or-leave-it  greatly  increases  the  chance  of  such  an  out- 

°ne  nUgLht  choose  t0  mediate  the  transaction  via  negotiation  pre¬ 
cisely  for  the  reason  that  this  increases  the  probable  payoff. 

A  win  T+hat  iS’  ?layer  Ancontrives  t0  so  bind  himself  that  B  is  convinced  that 
n0t  C0I^°vde’  V6"’  8  1S  confronted  with  a  take-it-or-leave-it  offer.  This 
SscS,^  ip  „°)great  ^ds  of  bargaining  situation. 
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ible,  then,  that  a  primary  negotiation  tactic  should  be  an  attempt 
immediately  to  convert  the  game  negotiation  into  one  of  the  take-it- 
or-leave-it  variety. 


V 


The  next  task  is  an  analysis  of  the  negotiation  process  itself.  For 
this  purpose  let  us  again  utilize  the  avoidance-avoidance  paradigm. 
Assume  that  the  sole  bargaining  issue  is  the  wage  rate.  We  shall 
explicitly  consider  just  one  side  of  the  situation,  i.e.,  the  choice 
problem  as  confronted  by  the  employer  and  the  negotiation  task  as 
seen  by  the  union.  The  principles  involved  will  likewise  apply  to 
the  situation  seen  from  the  other  side.  Figure  I  now  represents  the 
employer’s  position,  the  goal  A  being  “settle  on  union’s  terms,”  and 
the  goal  B  being  “maintain  own  position.”  Since  this  is  a  negotiation 
situation,  the  union’s  demand  and  the  company’s  position  must  be 
viewed  as  “gambit”  prices,  i.e.,  announced  prices,  leaving  room  for 
negotiation,  rather  than  necessarily  final  prices.  We  need  an  appro¬ 
priate  conceptualization  of  the  concept  “distance”  (from  goal)  the 
horizontal  axis  in  Figure  I.  In  this  context,  distance  will  have  to  be 
interpreted  in  some  subjective  sense  rather  than  in  a  literal  spatial 
sense.  Generally  speaking,  postulation  of  this  kind  of  behavioral 
equilibrium  results  in  dividing  choice  behavior  into  two  stages.  (1) 
the  initial  stage  of  deliberation  or  “making  up  the  mind  ,  (2)  a 
subsequent  stage  of  actual  overt  choice  behavior  which  will  take  place 
once  stage  (1)  is  resolved.1  The  concept  of  “distance  from  goal  A 
shall  be  interpreted  as  “nearness  to  having  made  up  one’s  mind”  to 
choose  goal  A.  This  concept  of  distance  is,  perhaps,  susceptible  to 
operational  definition  only  in  terms  of  an  individual’s  responses  upon 
interrogation.  It  seems  probable  that  in  many  instances  a  subject 
would  be  able  to  testify  on  this  matter  only  in  an  ordinal  sense.  In 
the  collective  bargaining  situation,  the  two  goals  represent  certain 
wage  rates  (the  announced  positions  of  the  parties),  and  hence  the 
distance  between  the  two  may  be  thought  of  as  scaled  in  terms  of 
such  rates.  Suppose  the  company’s  announced  position  to  be  $1.50 
and  the  union’s  announced  position  to  be  $2.00.  An  equilibrium  posi¬ 
tion  halfway  between  would  be  represented  by  a  rate  of  $1.75.  The 
individual  in  such  an  equilibrium  position  will  be  supposed  ready  to 


1.  As  Macfie  has  noted,  such  a  division  of  the  choice  problem  into  two 
stages  which  is  not  characteristic  of  choice  theory  in  economics,  is  characteristic 
^  mih  psychological  choice  theory.  See  A.  L.  Macfa >,  “Choice  m  Psychology 
ind  as  Economic  Assumption,”  Economic  Journal,  LXIII  (June  1953),  35 
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accept  a  rate  of  $1.75,  if  there  were  any  way  to  do  so.  The  “distance” 
between  the  equilibrium  position  and  the  goal  $2.00  is  $.25  —  and 
the  individual  may  be  thought  of  as  this  near  to  having  made  up  his 
mind  to  elect  the  goal  $2.00. 

Again  with  reference  to  Figure  I,  the  goals  confronting  the  com¬ 
pany  are  negative  goals.  To  elect  the  goal  B  may  result  in  a  strike. 
The  expected  cost  calculation  on  this  score  must  presumably  be 
compounded  of  two  parts: 

(1)  an  estimate  of  the  probable  cost  to  the  company  of  a  strike, 
should  it  occur; 

(2)  an  estimate  of  the  probability  that  the  company’s  insisting 
upon  its  own  position  will  indeed  eventuate  in  a  strike. 

Goal  A  is  also  a  negative  goal,  the  cost  being  lower  profits  in 
consequence  of  higher  wage  rates,  ceteris  paribus.  The  company  may 
be  viewed  as  initially  in  equilibrium  at  position  Dl  —  unable  to  make 
up  its  mind  either  to  insist  upon  own  position  or  settle  on  the  union’s 
terms. 

The  union  will  accomplish  its  negotiation  task  by  means  of 
information  exchanged  during  the  course  of  negotiations.  One  impor¬ 
tant  aspect  of  this  task  is  to  move  the  company’s  equilibrium  position 
in  a  direction  favorable  to  the  union,  that  is,  toward  the  company’s 
goal  A,  i.e.,  settling  on  the  union’s  terms  (see  Figure  I).2  Two  classes 
of  negotiation  tactics  which  will  have  this  effect  must  be  distinguished  : 

Class  I:  Tactics  which  will  raise  the  company’s  avoidance 
gradient  to  the  company’s  goal  B,  i.e.,  insisting  upon 
its  own  position. 

Class  II:  Tactics  which  will  lower  the  company’s  avoidance 
gradient  to  the  company’s  goal  A,  i.e.,  settling  on  the 
union’s  terms. 

Subsequently,  tactics  of  Class  I  will  be  referred  to  simply  as 
raising  the  avoidance  gradient,  and  tactics  of  Class  II  will  be  referred 
to  as  lowering  the  avoidance  gradient,  the  goals  of  reference  being 
understood.3 

.  .  The  other  important  part  of  the  task  is  for  the  union  to  communicate 
information  regarding  its  own  equilibrium  position  without  at  the  same  time 
destroying  whatever  negotiation  power  it  may  have.  This  matter  is  discussed 
subsequently. 

3.  Adaptation  of  the  avoidance-avoidance  model  to  analysis  of  collective 
bargaining  results  in  a  conceptualization  of  that  process  similar  in  many  ways 
to  approaches  suggested  in  the  literature.  See,  for  example,  Hicks,  op.  cit.  Com¬ 
pare  also  Chamberlain’s  definition  of  “bargaining  power.”  (See  n.  4,  p.  78- 
see  also  his  Collective  Bargaining,  chap.  10.)  Using  Hicks’s  analysis  as  a  point 
oi  departure,  Chamberlain  defines  A’s  bargaining  power  vis-a-vis  B  as  the  ratio 
ol  the  cost  to  B  of  disagreeing  with  A  on  A’s  terms  to  the  cost  to  B  of  agreeing 
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It  might  be  objected  that  these  classes  of  tactics  are  not  really 
independent.  That  is,  that  a  tactic  which  will  increase  the  company’s 
tendency  to  avoid  its  own  position  (Class  I)  will,  at  the  same  time, 
decrease  the  company’s  tendency  to  avoid  the  union’s  position  (Class 
II).  The  implications  of  this  way  of  putting  the  matter  are  mislead¬ 
ing.  It  is  true,  of  course,  that  a  union  tactic  which  will  move  the 
company’s  equilibrium  position  farther  from  the  company’s  goal  B 
(maintaining  its  own  position)  will,  at  the  same  time,  move  that 
equilibrium  position  closer  to  the  company’s  goal  A  (settling  on  the 
union’s  terms).  However,  tactics  of  Classes  I  and  II  are  not  distin¬ 
guished  in  terms  of  movements  of  the  equilibrium  position,  but  rather 
in  terms  of  movements  of  the  avoidance  gradients,  i.e.,  tendencies  to 
avoid  viewed  in  the  schedule  sense.  In  these  latter  terms,  the  inde¬ 
pendence  of  the  two  classes  seems  plausible.  The  company’s  avoid¬ 
ance  tendencies  are  based  upon  calculation  of  expected  cost  associated 
with  paying  a  higher  wage  rate,  on  the  one  hand,  and  a  strike  on  the 
other  hand.  Let  us  suppose,  for  example,  that  the  information 
exchanged  during  negotiation  will  revise  downward  the  company’s 
estimate  of  the  cost  associated  with  paying  a  higher  rate  (a  successful 
union  Class  II  tactic).  There  is  no  prima  jade  reason  to  suppose 
that  this  tactic  must  necessarily  have  a  Class  I  effect,  e.g.,  cause  a 
revision  of  the  company’s  estimate  of  the  probable  cost  associated 
with  a  strike. 


VI 


An  analysis  of  the  negotiation  process  in  terms  of  this  schema 
is  in  large  part  an  analysis  of  the  shift  parameters  relevant  to  the 
avoidance  functions.  Thus,  e.g.,  Party  One’s  various  negotiation 
tactics  will  be  seen  as  attempts  to  shift  Party  Two’s  avoidance  func¬ 
tions  so  as  to  move  Two’s  equilibrium  position  closer  to  (and  if  pos¬ 
sible  coincident  with)  One’s  demand. 

It  has  been  my  intention  to  present  a  framework  in  terms  of 
which  negotiation  processes  may  be  analyzed.  It  is  not  my  intention 


with  A  on  T’s  terms.  The  significant  thing  about  Chamberlain’s  concept  of  bar¬ 
gaining  power  is  not  that  it  results  in  a  coefficient  of  that  power  in  any  particular 
situation  Rather,  the  significant  thing  is  the  theory  of  the  negotiation  process 
implied  by  it.  His  scheme,  unlike  much  discussion  of  bargaining  recognizes  both 
what  we  have  termed  Class  I  and  Class  II  tactics.  Beyond  such  similarities  to 
the  avoidance-avoidance  model,  there  are  also  important  d>,fferenC;f;,^.^a^’ 
Chamberlain  does  not  develop  any  explicit  equilibrium  theory  of  conflict  chome 
situations.  Thus  his  scheme  does  not  explain  why  it  is  that  if,  m  b  terms* 
coefficient  of  bargaining  power  vis-4- vis  B  is  greater  than  one  B doesn  t  m  P  y 
settle  on  A’ a  terms  -  rather  than  go  on  bargaining  (as,  he  indicates,  may  indeed 

be  the  case). 


88 


QUARTERLY  JOURNAL  OF  ECONOMICS 


to  undertake  an  extensive  analysis  of  these  processes.  However,  an 
example  to  illustrate  at  least  the  application  of  this  framework  would 
seem  desirable  in  order  to  make  the  nature  of  such  application  more 
concrete. 

Consider  the  problem  of  the  function  of  the  so-called  “basic 
criteria”  used  in  wage  negotiations,  e.g.,  ability  to  pay,  productivity, 
comparative  rates,  etc.  This  is  an  interesting  example  because  of 
the  widespread  use  of  such  principles  in  the  course  of  negotiations, 
and  because  of  the  nature  of  the  discussion  which  has  surrounded 
the  practice. 

In  many  wage  negotiations,  the  participants  spend  considerable 
time  and  energy  in  gathering  data  relevant  to,  and  in  debating  the 
applicability  of,  various  of  these  basic  criteria.  This  circumstance 
would  seem  to  constitute  at  least  prima  facie  evidence  that  these 
principles  must  play  some  functionally  important  role  in  the  wage 
negotiation  process.  However,  much  discussion  of  the  use  of  these 
principles  takes  a  position,  in  one  way  or  another,  that  would  lead 
to  the  conclusion  that  these  principles  play  no  substantively  important 
role  in  the  negotiations.4  (For  example,  a  substantively  important 
role  in  the  sense  of  serving  to  define  the  “real”  wage  objectives  of  the 
parties,  etc.) 

Looked  at  from  the  point  of  view  of  the  negotiation  theory  herein 
developed,  it  becomes  apparent  that  use  of  such  principles  may  well 
serve  important  tactical  purposes.  Let  us  consider  the  comparative 
rates  criterion.  Suppose  the  union  to  contend  that  its  own  demands 
are  justified  and,  indeed,  minimal  in  the  light  of  rates  prevailing  in 
a  somehow  defined  comparable  labor  market  area.  What  function 
might  this  communication  serve? 

It  might  actually  serve  to  change  the  company’s  mind  with 
respect  to  this  aspect  of  its  environment,  i.e. ,  serve  to  convince  the 

4.  For  example,  Lindblom,  viewing  this  matter  from  the  point  of  view  of 
union  wage  aims,  deems  these  principles  mere  ‘‘window  dressing,”  utilized  by 
the  union  for  expediency  s  sake.”  (Cf.  Charles  E.  Lindblom,  Unions  and  Cap¬ 
italism,  New  Haven,  1949,  chap.  III.)  Bloom  and  Northrup  explain  their  lack 
of  attention  to  these  wage  criteria  on  the  ground  that  “.  .  .  these  criteria  are 
basically  rationalizations  pressed  into  service  to  support  demands  which  need 
justification,  and  point  out  that  these  .  .  slogans  should  not,  however,  be 
confused  ^  with  the  practical  realities  of  union-management  wage  determina¬ 
tion.  .  .  (Cf.  Gordon  F.  Bloom  and  Herbert  R.  Northrup,  Economics  of  Labor 
and  Industrial  Relations,  Philadelphia,  1950,  p.  204.)  Reynolds  likewise  views 
these  cxitena  as  rationalizations,”  and  points  to  the  “lack  of  substance”  and 
“frailty”  of  arguments  involving  these  criteria.  (Cf.  Lloyd  G.  Reynolds,  Labor 
Economics  and  Labor  Relations,  New  York,  1954,  pp.  575,  et  seq.)  This  list  of 
citations  could  be  extended,  but  the  sample  is  representative  of  the  point  of  view 
here  in  question,  and  sufficient  to  make  the  point. 
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company  that  its  rates  were  indeed  low  on  a  comparative  basis.  If 
this  were  the  effect,  and  if  the  labor  market  area  selected  for  the  com¬ 
parison  contained  the  company’s  important  competitors,  then  the 
comparative  rates  argument  might  serve  as  a  Class  II  negotiation 
tactic  (decreasing  the  company’s  tendency  to  avoid  accepting  the 
union  position).  This  would  be  so  to  the  extent  that  the  company 
had  previously  avoided  accepting  the  union  position  for  fear  of  being 
thereby  put  at  a  competitive  disadvantage. 

However,  there  is  the  additional  and  perhaps  more  likely  possi¬ 
bility  that  this  comparative-rates  argument  has  its  major  effect  as  a 
Class  I  negotiation  tactic.  From  this  tactical  point  of  view,  the 
important  functional  role  of  the  union’s  comparative-rates  argument 
is  less  to  communicate  information  to  the  company  about  the  com¬ 
pany’s  wage-rate  environment  than  to  communicate  information  to 
the  company  about  the  union’s  beliefs  on  this  matter.5  That  is,  the 
argument  may  serve  to  convince  the  company  that  the  union  believes 
itself  ( the  union)  to  be  correct  in  asserting  its  demands  to  be  minimal  in 
accordance  with  the  comparative  rates  criterion.  If  this  were  the  effect 
of  the  argument,  then  it  would  constitute  a  Class  I  argument.  The 
reasons  why  this  is  so  are  as  follows: 

(1)  It  will  be  recalled  that  the  expected  cost  calculation  tending 
to  make  the  company  avoid  insisting  upon  its  own  terms  was  com¬ 
prised  of  two  elements:  (a)  the  estimated  cost  of  a  strike,  should  it 
occur;  (b)  the  probability  that  a  strike  would  indeed  eventuate. 

(2)  The  company  may  believe  that,  to  the  union  officials,  because 
of  their  status  as  elected  officials  who  must  satisfy  the  membership, 
comparative  rates  parity  is  an  extremely  important  matter. 

(3)  If  the  comparative  rates  argument  had  the  effect  hypothe¬ 
sized  (see  italicized  passage),  it  would  be  apt,  in  the  light  of  (2),  to 
revise  upward  the  company’s  estimate  of  the  probability  that  a  strike 
would  eventuate  should  the  company  insist  upon  its  own  position. 
And  this  upward  revision  would  shift  the  avoidance  gradient  upward, 
moving  the  company  towards  the  union  s  demand.6 

Other  wage  “principles”  and,  indeed,  any  other  negotiation  tactic 
(e.g.,  striking,  taking  a  strike  vote,  appealing  to  the  public,  etc.)  are 
susceptible  to  analysis  in  terms  of  the  conceptual  scheme  here  pre- 


5.  This  does  not  carry  the  implication  that  the  union  is  aware  of  or  intends 

6  Note  that  the  factor  of  the  probability  that  a  strike  would  occur,  not  the 
factor  of  the  cost  of  a  strike  should  it  occur,  has  been  the  expected  cost  element 
influenced  by  this  particular  tactic.  In  general,  one  should  expect  that  negotia¬ 
tion  tactics  might  operate  upon  either  or  both  elements. 
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sented.  I  shall  not  here  attempt  a  demonstration  of  this  asser¬ 
tion.7 

VII 

To  complete  this  conceptual  framework  for  the  analysis  of 
negotiation,  it  is  necessary  to  explain  why  and  in  what  ways  the 
negotiations  may  come  to  an  end.  There  appear  to  be  at  least  five 
analytically  distinguishable  ways  in  which  the  negotiations  may 
end,  viz.: 

(1)  Compromise 

(a)  Unilateral 

(b)  Bilateral 

(2)  Noncompromise 

(a)  Type  I 

(b)  Type  II 

(3)  Breakdown 

Although  we  have  thus  far  been  looking  at  the  negotiation  process 
largely  from  one  side  of  the  table,  i.e.,  possible  effects  of  the  union’s 

7.  The  above  analysis  suggests  that  negotiation  arguments,  e.g.,  those  con¬ 
cerning  the  basic  criteria,  may  take  on  a  new  significance  if  viewed  from  what 
might  be  termed  a  “tactical”  rather  than  a  “substantive”  point  of  view.  (Regard¬ 
ing  this  distinction,  see  my  “Regarding  the  Determinants  of  Union  Wage  Policy,” 
Review  of  Economics  and  Statistics ,  XXXV,  Aug.  1953).  This  suggestion  is  in 
line  with  that  made  by  Schelling,  op.  cit.  Indeed,  the  interpretation  of  the  com¬ 
parative  rates  argument  as  a  Class  I  negotiation  tactic  makes  it  similar  in  effect 
to  that  particular  class  of  tactics  to  which  Schelling  intended  to  draw  attention. 
There  are  these  important  differences  in  emphasis,  however:  (1)  The  union  does 
not,  in  my  example,  bind  itself  in  an  all-or-none  fashion  by  converting  the  game 
of  negotiation  into  one  of  take-it-or-leave-it.  In  my  example,  the  effect  is  a  much 
more  subtle  one,  tending  to  increase  (in  the  company’s  eyes)  the  degree  of  adher¬ 
ence  of  the  union  to  its  position.  (2)  The  effect  of  the  tactic  is  not  to  result  either 
in  a  unilateral  compromise  (by  the  company  to  the  union  position)  or  no  deal. 
Rather,  it  serves  just  to  move  the  company’s  equilibrium  position  somewhat 
closer  to  the  union  s  terms.  Thus  it  may  help  to  set  up  the  conditions  necessary 
for  a  compromise.  A  good  bit  of  argument  remains  before  we  can  explain  how 
compromise  is  possible  in  a  purposive  game  such  as  collective  bargaining  over 
terms  and  conditions  of  employment. 

Martin  Fishbein  has  suggested  another  interpretation  of  the  role  of  the  basic 
criteria  in  wage  negotiations.  (See  his  A  Social-Psychological  Approach  to  Collec¬ 
tive  Bargaining,  unpublished  B.A.  thesis,  Reed  College,  1957).  Fishbein  draws 
attention  to  Nicholas  Pastore’s  suggested  modification  of  the  Dollard  (et  al.) 
rustration-aggression  hypothesis.  According  to  Pastore,  an  aggressive  response 
to  frustration  is  less  likely  if  the  subject  perceives  the  obstacle  to  his  goal  achieve- 
ment  as  “reasonable”  (i.e.,  nonarbitrary) .  Fishbein  suggests  that  through  wide¬ 
spread  use  in  the  process  of  collective  bargaining,  the  basic  criteria  may  be  becom¬ 
ing  institutionalized  as  “reasonable”  obstacles  to  union-management  goal  achieve- 
ment  (e.g.,  lower  wage  rates,  in  the  case  of  the  company  goal),  thereby  decreasing 
the  probability  of  aggressive  responses  in  the  bargaining  context. 
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negotiation  tactics  on  the  company’s  equilibrium  position,  it  will  be 
recalled  that  the  analysis  is  intended  to  apply  symmetrically  to  both 
sides  of  the  table.  From  now  on  it  will  often  be  helpful  to  think  in 
terms  of  two  figures  such  as  Figure  I,  one  representing  the  union’s 
conflict  choice  situation  and  equilibrium  position  and  the  other  repre¬ 
senting  the  company’s  conflict  choice  situation  and  equilibrium  posi¬ 
tion.  In  these  terms,  the  status  of  any  particular  collective  bargain¬ 
ing  negotiations  at  any  particular  time  may  be  represented  by  values, 
e.g.,  as  assembled  (for  subsequent  use)  in  Exhibit  I: 


EXHIBIT  I1 

Status  1 

Status  2 

Status  3 

Status  4 

Union’s  Announced  Demand 

$1.25 

$1.25 

$1.25 

$1.25 

Union’s  Equilibrium  Position 

1.15 

1.12 

1.20 

1.12 

Company’s  Equilibrium  Position 

1.10 

1.12 

1.13 

1.05 

Company’s  Announced  Offer 

1.  All  figures  represent  hourly  rates. 

1.00 

1.00 

1.00 

1.00 

By  the  outcome  “compromise”  I  mean  simply  termination  of  the 
negotiations  with  an  agreed  price,  i.e.,  with  a  position  to  which  both 
parties  assent.  In  outcome  (1)  (a),  unilateral  compromise,  the  agreed 
price  is  the  same  as  the  announced  position  of  either  party.8  Uni¬ 
lateral  compromise  will  be  the  outcome  if  the  negotiation  tactics  of 
one  party,  say  the  union,  succeed  in  shifting  the  equilibrium  position 
of  the  other  party  to  its  (the  union’s)  announced  position. 

Compromise,  unilateral  or  bilateral  (to  be  discussed  subsequently ) , 
may  well  follow  the  occurrence  of  a  strike,  as  well  as  numerous  other 
negotiation  tactics.  It  is  important  in  the  analysis  of  negotiation  to 
realize  that  what  I  term  the  “legitimate”  strike  is  not  an  instance  of 
the  “breakdown”  of  negotiations  (category  3  in  the  above  classifica¬ 
tion  of  terminations).  The  legitimate  strike,  as  a  deliberate  attempt 
on  the  part  of  the  union  in  this  way  to  increase  the  company’s  tend¬ 
ency  to  avoid  adherence  to  its  own  position,  is  perhaps  best  viewed 
as  an  effective  way  of  communicating  information.  Previously  the 
company  has  experienced  the  threat  of  a  strike.  The  actual  occur¬ 
rence  of  the  strike  raises  to  a  value  of  one  the  company’s  estimate  of 
the  probability  that  a  strike  will  occur  if  the  company  insists  upon  its 
own  position.  Hence,  as  an  integral  part  of  the  negotiation  process 
(not  as  a  result  of  the  breakdown  of  that  process),  a  legitimate  strike 
may  be  instituted  by  the  union  if  the  union  thinks  that  the  company. 

(a)  underestimates  either  the  cost  to  it,  or  the  probability  of  a 

strike,  and 

8.  This  position  need  not  be  the  initial  gambit  price. 
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(b)  would  probably  assent  to  the  union’s  demand  were  a  correct 
estimate  made.9 

If,  in  such  a  case,  the  union  were  correct  on  points  (a)  and  (b), 
the  legitimate  strike  may  be  followed  by  a  compromise,  the  company 
modifying  its  position. 

By  definition,  in  outcome  (1)  (b),  bilateral  compromise,  the 
agreed  price  will  lie  somewhere  between  the  announced  positions  of 
the  parties. 

The  development  of  a  good  theory  of  bilateral  compromise  is  at 
once  one  of  the  most  important  and  most  difficult  problems  in  the 
development  of  a  general  theory  of  negotiation.  It  will  not  do  simply 
to  assume  that  bilateral  compromise  is  in  some  sense  a  “natural” 
outcome  of  the  negotiation  process.  A  negotiation  theory  must 
explain  how  it  is  possible  for  the  parties  to  achieve  bilateral  com¬ 
promise.1 

The  conflict  choice  analysis  indicates  that  it  is  a  necessary  condi¬ 
tion  for  the  occurrence  of  bilateral  compromise  that  the  equilibrium 
positions  of  the  parties  be  brought,  via  negotiation,  to  the  same  posi¬ 
tion.  For  example,  with  reference  to  Exhibit  I,  Status  1  represents  a 
situation  in  which  bilateral  compromise  is  not  possible,  and  Status  2 
one  in  which  it  is  possible.  One  definite  task  to  be  accomplished  by 
the  exchange  of  information  in  negotiation  is  to  bring  this  equality 
(necessary  but  not  sufficient  for  bilateral  compromise)  about.  Fur¬ 
ther,  the  parties  must  somehow  be  informed  of  the  similarity  of  their 
equilibrium  positions  if  the  fact  of  this  similarity  is  to  create  a  com¬ 
promise  route.  But  how  is  this  information  to  be  conveyed?  Suppose 
with  respect  to  a  particular  negotiation  that,  with  reference  to 
Exhibit  I,  Status  2  obtains.  That  is,  at  the  time  in  question,  the  con¬ 
ditions  necessary  for  bilateral  compromise  obtain.  Suppose  now  the 
union  simply  to  announce  its  equilibrium  position,  i.e.,  $1.12  (which 
is  the  same  as  the  company’s  position,  but  the  union  does  not  know 
this).  This  announcement,  rather  than  resulting  in  immediate  bilat¬ 
eral  compromise,  may  serve  to  stiffen  the  company’s  position  by 
causing  the  company  to  revise  downward  its  estimate  of  the  probabil- 


9  This  would  suggest  that  A  might  protect  himself  against  a  legitimate 
strike  by  B  by  convincing  B  that  he,  held  the  highest  possible  estimate  of  both 
the  probability  of  a  B  strike  and  the  cost  of  a  B  strike  when  it  occurred.  From 
this  point  of  view,  perhaps  the  present  tendency  in  international  relations  to  lay 
great  stress  upon  the  likelihood  of  atomic  war  and  the  tremendous  destruction 
sure  to  follow  serves  a  useful  purpose. 

mi  There  1S  aiso  the  9uesti°n  of  why  the  parties  seek  bilateral  compromise. 
The  discussion  m  Section  IV  of  this  paper  may  be  taken  as  directly  relevant  to 
this  question.  . 
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ity  that  adhering  to  its  own  announced  position  will  result  in  a  strike.2 
In  terms  of  Exhibit  I,  for  example,  the  union’s  announcement  of  its 
position  may  cause  the  negotiations  to  shift  from  Status  2  (Status 
at  time  of  announcement)  to  Status  4  (where  the  necessary  conditions 
for  bilateral  compromise  are  no  longer  met). 

In  the  light  of  these  considerations,  what  is  the  second  major 
function  of  the  exchange  of  information  during  negotiations  becomes 
clear.  This  second  function  is  to  enable  A,  for  example,  to  inform  B 
of  his  (A’s)  equilibrium  position  in  such  a  way  as  not  to  destroy  A’s 
bargaining  power  by  the  very  process  of  the  communication. 

The  question  of  precisely  how  such  a  communication  may  be 
accomplished  is  an  important  one,  and  one  to  which  I  cannot  deliver 
a  definite  answer.  However,  it  should  be  noted  that  M.  W.  Reder 
has  made  some  suggestions  of  interest  from  this  point  of  view.3  On 
Reder’s  view,  the  problem  in  the  bargaining  duel  is  to  define  “fair 
treatment.”  This  is  so  because,  although  within  limits  any  settlement 
is  better  than  no  settlement,  the  parties  “.  .  .  do  not  wish  to  appear 
over-eager  for  agreement  (lest  they  tempt  the  other  party  to  take 
advantage  of  them),  and  they  wish  to  be  treated  “fairly.”4  Reder 
then  points  out  that  among  the  principal  ingredients  of  equitable 
treatment  will  be  Ross’s  notion  of  orbits  of  coercive  comparison  (the 
comparative  rates  criterion).  The  other  basic  criteria  may  likewise 
be  viewed  as  relevant  from  this  point  of  view.  This  suggestion  may 
be  interpreted  somewhat  as  follows.  Suppose  the  union’s  announced 
price  to  be  $1.25  and  its  equilibrium  price  $1.12.  As  previously 
indicated,  the  union’s  simple  and  direct  communication  of  information 
regarding  its  equilibrium  price  may  be  destructive  of  its  bargaining 
power.  However,  the  union  may  be  able  to  argue  in  terms  of  the 
comparative  rate  (and  other  basic  wage)  criteria  in  such  a  way  as  to 
convey  information  that  some  price  less  than  its  announced  demand 
would  still  be  considered  acceptable  as  “fair.”  What  is  here  implied, 


2.  This  point  has  been  made  elsewhere  in  the  literature,  for  example  by 
Chamberlain  (see  his  Collective  Bargaining,  op.  cit.,  chap.  10).  In  his  terms,  A  s 
attempt  to  “increase  bargaining  power”  by  reducing  the  magnitude  of  a  demand 
(which  will  reduce  B’s  cost  of  agreement)  may  fail  to  increase  bargaining  power 
because  it  may  also  decrease  B’s  notion  of  the  cost  of  disagreeing  with  A.  Hi 
general  Chamberlain  views  alterations  in  the  magnitude  of  demands  as  well  as 
all  other  bargaining  and  negotiation  tactics  which,  in  our  terms,  would  be  viewed 
as  shift  parameters  in  the  avoidance  functions,  as  ways  in  which  to  change  the 
magnitude  of  bargaining  power.  It  would  seem  better  to  view  these  tactics  as 
the  utilization  of  bargaining  or  negotiation  power,  whatever  its  magnitude,  to 

achieve  an  objective.  .  ,  _  .  . 

3.  See  his  “The  Theory  of  Union  Wage  Policy,  Review  of  Economics  and 

Statistics,  XXXIV  (Dec.  1952),  34-45. 

4.  Ibid.,  p.  39. 
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then,  is  that  an  “orderly”  retreat  (based  on  “principle”),  from  an 
asking  price  to  a  “fair”  price,  may  not  be  destructive  of  bargaining 
power  (i.e.,  on  Reder’s  terms,  will  not  cause  the  other  party  to  “take 
advantage”  of  the  party  so  involved). 

Turning  now  to  the  outcome  noncompromise,  let  us  mean  by 
this  the  termination  of  negotiations  without  an  agreed  price.  Such 
a  termination  of  negotiations  implies  some  sort  of  strike  or  lockout 
(before  or  after  such  termination),  but  not  a  permanent  severance  of 
the  relationship  between  the  parties.6  Suppose  that,  after  negotiations 
have  terminated  and  the  union  is  out  on  strike,  the  strike  is  broken. 
That  is,  there  is  a  nonunion-ordered  return  of  union  (and  nonunion) 
members  to  work  on  company  terms  to  which  the  union  has  not 
assented.  In  such  a  situation,  the  union  may  ultimately  sign  a  con¬ 
tract  on  company  terms,  if  only  to  salvage  its  status  as  bargaining 
agent.  In  terming  such  an  outcome  noncompromise,  i.e.,  one  in 
which  there  is  no  agreed  price,  I  mean,  in  effect,  that  it  is  an  outcome 
which  is  the  result  of  a  breakdown  of  an  “alliance”  on  one  side  —  in 
this  case,  the  union  and  its  members.  Such  an  outcome  (although  it 
involves  in  some  sense  an  “agreed”  price),  does  not  represent  a  com¬ 
promise  in  our  sense,  i.e.,  a  compromise  between  two  parties  which 
retain  their  organizational  integrity.  Rather,  it  represents  the  destruc¬ 
tion  of  the  organizational  integrity  of  one  of  the  parties. 

Within  the  general  outcome  category  noncompromise,  it  is  help¬ 
ful  to  distinguish : 

(2)  (a)  Type  I, 

(2)  (b)  Type  II. 

This  distinction  is  based  upon  the  two  general  functions  which 
the  exchange  of  information  in  negotiations  is  supposed  to  serve.  The 
first  of  these,  it  will  be  recalled,  was  to  alter  the  equilibrium  positions 
of  the  parties  by  shifting  the  avoidance  gradients  up  and  down.  It  is 
clear  that  negotiation  may  fail  to  result  in  compromise  because  this 
function  has  not  been  served  in  such  a  way  as  to  set  up  the  conditions 
necessary  for  compromise  i.e.,  to  bring  the  equilibrium  positions  of 
the  parties  into  consonance.  This  is  a  type  I  noncompromise  outcome. 

Even  if  the  necessary  conditions  for  compromise  have  been 
achieved,  however,  a  noncompromise  outcome  may  still  be  the  result 
if  the  parties  are  unable  mutually  to  inform  each  other  of  this  fact  so 
as  to  turn  the  fact  of  this  equivalence  into  an  actual  compromise 

5.  The  outcome  noncompromise  may  follow  a  legitimate  strike,  as  well  as 
other  negotiation  tactics.  This  will  be  the  case  if,  in  the  light  of  the  information 
conveyed  by  the  legitimate  strike,  the  company  still  does  not  agree  to  the  union 
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route.  A  failure  on  these  grounds  constitutes  a  type  II  noncom¬ 
promise  outcome. 

It  would  appear  that  the  institution  of  mediation  is  primarily 
useful  in  preventing  negotiation  failures  of  the  type  II  noncompromise 
variety.  The  parties  while  not  free,  for  reasons  explained,  to  com¬ 
municate  information  directly  regarding  their  true  equilibrium  posi¬ 
tions  to  each  other,  are  free  to  do  so  to  a  neutral  third  party,  the 
mediator.  The  latter  is  in  a  position  with  this  knowledge  to  inform 
the  parties  if  and  when  they  have  indeed  achieved  the  condition 
necessary  for  bilateral  compromise.  Thus  the  mediator,  in  a  sense, 
performs  the  second  of  the  two  major  functions  of  the  exchange  of 
information  in  the  negotiation  process.6 

Let  us  turn  finally  to  the  possibility  of  breakdown  as  an  outcome 
of  the  negotiation  process.  It  will  be  recalled  that  the  avoidance- 
avoidance  model  determined  not  only  the  individual’s  equilibrium 
distance  from  the  negative  goals,  but  also  the  strength  of  the  indi¬ 
vidual’s  tendency  to  avoid  these  goals,  which,  in  equilibrium,  is  the 
same  for  both  goals.  (Referring  again  to  Figure  I,  for  distance  D1 
the  strength  of  tendency  to  avoid  is  measured  by  OE.) 

The  possibility  of  the  outcome  breakdown  is  suggested  by  the 
second  of  these  two  variables.  For,  as  pointed  out  in  Section  III, 
the  conflict  choice  situation  is  apt  to  give  rise  to  tension  or  anxiety. 
Further,  the  amount  of  tension  experienced  in  this  choice  situation  is 
apt  to  be  an  increasing  function  of  the  strength  of  tendency-to-avoid 
experienced  in  equilibrium.  High  levels  of  tension  may  lead  to  vari¬ 
ous  forms  of  aberrant  behavior,  e.g.,  reduced  learning  capacity, 
reduced  ability  to  pay  attention,  etc.  Such  behavior  might,  per  se, 
reduce  the  chances  of  finding  a  compromise  solution  via  negotiation. 
Beyond  this,  a  part  of  such  behavior  might  be  simply  to  “bolt”  the 
bargaining  situation  in  a  precipitate  and  nondeliberate  fashion.7 
Such  a  termination  of  the  negotiations  is  what  we  here  term  a  break¬ 
down  of  the  negotiations  —  to  be  distinguished  from  the  outcome 
noncompromise. 


6.  This  would  suggest  that  perhaps  mediation  (of  a  sort)  should  be  a  part 
of  many  negotiation  proceedings  from  their  inception.  Thus  it  might  be  required 
that  the  parties  continuously  submit,  during  the  course  of  negotiations,  informa¬ 
tion  regarding  their  true  equilibrium  positions  to  a  neutral  third  party.  It  would 
be  understood  and  agreed  that  the  sole  function  of  this  neutral  third  party  would 
be  to  receive  the  information  in  question  and  announce  the  fact  of  conditions 
necessary  for  bilateral  compromise  —  if  and  when  such  conditions  should  eventu¬ 
ate  The  value  of  employing  mediation  of  this  sort  from  the  outset  is  that  it 
might  prevent  the  parties  from  destroying  a  condition  necessary  for  bilateral 
compromise  in  their  unaided  attempts  to  discover  the  fact  of  its  existence. 

7.  Unlike,  for  example,  a  calculated  legitimate  strike. 
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It  should  be  emphasized  that  the  argument  here  is  not  that,  typi¬ 
cally,  collective  bargaining  negotiations  will  involve  the  kind  of  emo¬ 
tional  content  probably  leading  to  breakdown.8  Rather,  the  position 
is  this:  If,  indeed,  the  avoidance-avoidance  paradigm  is  conceptually 
appropriate  for  analysis  of  the  negotiation  choice  problem,  then  the 
possibility  of  breakdown  must  be  taken  into  account  in  the  analysis. 

The  above  considerations  suggest  the  possibility  of  an  important 
asymmetry  in  the  effects  of  the  two  classes  of  negotiation  tactics.  It 
will  be  recalled  that  Class  II  tactics,  as  used  by,  say,  Party  One  serve 
to  decrease  Party  Two’s  tendency  to  avoid  agreement  with  One. 
Such  an  effect  will  drive  Two  closer  to  One’s  position.  It  will  also 
serve  to  decrease  the  amount  of  tension  experienced  by  Two  in  equi¬ 
librium.  Class  I  tactics,  on  the  other  hand,  serve  to  increase  Two’s 
tendency  to  avoid  his  own  position.  Such  an  effect  will  likewise  serve 
to  drive  Two  closer  to  One’s  position,  and  in  this  sense  may  be  equally 
efficacious  with  the  Class  II  tactic.  Unlike  the  Class  II  tactic,  how¬ 
ever,  the  Class  I  tactic  will  increase  the  degree  of  tension  experienced 
by  Two  in  equilibrium.  On  the  basis  of  the  earlier  argument  then, 
negotiations  featuring  heavy  emphasis  upon  Class  I  tactics  should, 
ceteris  paribus ,  be  more  apt  to  terminate  in  breakdown  than  negotia¬ 
tions  featuring  relatively  heavier  emphasis  upon  Class  II  tactics. 


VIII 


One  final  point  warrants  brief  attention.  In  thinking  about 
general  conceptual  schema  adequate  to  the  analysis  of  negotiation, 
should  not  some  place  be  given  to  game  theory?  Attempts  have  been 
made  to  analyze  aspects  of  bargaining  in  these  terms.9  However,  in 
this  writer’s  opinion,  the  game  theory  format  is  essentially  inappro¬ 
priate  to  the  analysis  of  negotiation.  This  is  for  reasons  beyond  the 
often  mentioned  nonzero  sum  nature  of  most  negotiated  games.  Game 
theory  emphasizes  a  rationality-type  solution  with  the  calculation  of 
optimal  strategy  elaborated  with  respect  to  a  supposedly  known  or 


8-  Although  this  factor  is  probably  important  in  some  negotiations.  Edward 
Peters  ( Conciliation  in  Action,  New  London,  1952,  pp.  28-29),  after  warning 
against  an  overemphasis  upon  the  emotional  factor  and  pointing  out  that  dis¬ 
putes  are  based  first  and  foremost  upon  the  relative  strengths  of  the  parties,  goes 
on  to  point  out:  This  does  not  mean  that  deadlocks  are  not  marked  by  a  tense 
emotional  atmosphere.  It  does  mean  taking  into  account  that  the  contestants 
usually  exhibit  strong  emotions  because  of  the  issues  between  them;  and  not,  as 
is  often  supposed,  that  there  are  issues  between  them  because  of  angry  passions 
and  deep  emotions.  The  emotions  are  not  the  cause  of  the  deadlock.  They  are 
one  of  its  effects.  Agreeing  with  this  general  position,  one  may  then  go  on  to 
argue  that  these  emotions  themselves  may  have  additional  effects. 

9.  bee,  for  example,  Wagner,  op.  cit. 


ON  THE  THEORY  OF  NEGOTIATION 


97 


somewhat  arbitrarily  assumed  payoff  matrix.  But  in  most  negotiated, 
purposive  games,  precisely  the  major  task  of  the  exchange  of  informa¬ 
tion  during  negotiation  is  to  change  the  negotiators’  perception  of  the 
values  comprising  the  payoff  matrix.  Herein  lies  the  essence  of  the 
analysis.  Elaboration  of  techniques  for  the  calculation  of  optimal 
strategies  on  the  basis  of  known  payoffs  would  not  seem  to  add  much 
to  the  analysis  of  this  type  of  situation. 


Reed  College 


Carl  M.  Stevens. 
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I.  Introduction 

Until  not  long  ago  economists  seemed  to  have  discarded  the 
“monetary  approach”  to  inflationary  and  deflationary  phenomena  as 
an  obsolete  analytical  tool.  Reliance  on  the  “income-expenditure” 
approach  had  become  widespread.  As  a  consequence,  between  the 
development  of  monetary  theory  and  the  practical  application  even 
of  established  theoretical  propositions  a  gap  had  appeared.  The  gap 
now  seems  to  have  been  bridged  at  last :  monetary  analysis,  however, 
has  had  to  amend  its  ways,  and  no  longer  concentrate  on  such  simple 
tools  as  the  ratio  of  reserves  to  sight  liabilities  of  the  central  bank, 
gold  flows,  and  changes  in  the  money  supply.  Current  efforts  are 
instead  directed  at  analyzing  the  whole  network  of  financial  trans¬ 
actions  so  as  to  show  the  interrelations  between  the  various  sectors’ 
operations  and,  for  each  sector,  between  sources  and  uses  of  funds. 

The  most  complex  type  of  flow-of-funds  accounts,  developed  by 
the  Federal  Reserve,1  offers  an  analysis  of  all  intersector  transactions 
in  money  terms  relating  not  only  to  current  production,  but  also  to 
the  exchange  of  financial  claims  and  of  existing  assets.  Such  flow-of- 
funds  accounts  provide  an  altogether  new  alternative  to  conventional 
national  income  accounts,  as  they  focus  on  the  determinants,  com¬ 
position  and  effects  of  expenditure  decisions  by  the  various  sectors, 
rather  than  on  the  productive  performance  of  the  economy. 

In  other  countries,  however,  a  similar  shift  in  emphasis  has  been 
obtained  without  so  extensive  an  elaboration  of  statistical  material. 
These  other  presentations  try  simply  to  integrate  a  somewhat  modi- 

The  author  has  benefited  greatly  from  discussion  with  Professor  Robert 
Triffin,  to  whom  he  also  owes  thanks  for  constant  encouragement.  Professor 
William  Fellner  read  an  earlier  draft  and  offered  most  helpful  suggestions. 

1.  Board  of  Governors  of  the  Federal  Reserve  System,  The  Flow  of  Funds 
1939-1953  (1955). 
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fied  version  of  the  national  income  accounts  with  a  record  of  the 
changes  in  indebtedness  and  liquidity  resulting  from  the  financial 
transactions  of  the  single  sectors.  In  spite  of  their  less  ambitious 
scope  —  and  perhaps  because  of  it  —  their  usefulness  in  analyzing 
short-term  tendencies  in  the  economy  seems  to  have  been  at  least 
equal  to  that  of  the  Federal  Reserve  accounts. 

Because  the  operations  of  the  monetary  and  banking  system  are 
so  important  in  intersector  financing  their  central  position  in  such 
surveys  is  justified.  But  they  provide  no  more  than  a  nucleus  which 
leaves  wide  scope  for  variety  of  presentation.2  The  simpler  types  of 
surveys,  such  as  those  adopted  in  the  Latin  American  countries,  limit 
themselves  to  distinguishing  money  creation  “of  internal  origin” 
from  money  creation  due  to  balance-of-payments  developments. 
Others  engage  in  more  complete  presentations,  often  extending  to 
nonmonetary  items  of  financing  derived  from  the  accounts  of  financial 
institutions  other  than  banks,  from  the  balance  of  payments,  from 
the  government  accounts  and  from  a  record  of  transactions  on  the 
capital  market. 

Co-ordination  with  national  income  statistics  has  been  achieved 
by  the  Central  Planning  Bureau  of  the  Netherlands,  by  the  Bank 
Deutscher  Lander  and  the  Institut  fur  Wirtschaftsforschung  in  Ger¬ 
many  and  by  the  Ministry  of  Finance  in  France.  The  differences 
between  these  monetary  surveys  consist  mainly  in  the  greater  or 
lesser  detail  in  which  sources  and  uses  of  funds  (the  rows  in  the  matrix 
of  intersector  financing)  and  sectors  of  the  economy  (the  columns) 
are  shown.  Such  differences  are  justified  not  only  by  the  varying 
availability  of  data,  but  also  by  the  relevance  of  particular  institu¬ 
tional  distinctions  among  the  components  of  the  monetary  and 
financial  mechanism  for  analyzing  the  short-term  movements  of  the 

economy. 


II.  The  Theoretical  Background  of  Monetary  Surveys 


Monetary  surveys  are,  then,  expanded  presentations  of  the 
national  accounts;  the  main  difference  from  the  conventional  national 
income  models  is  the  stress  laid  on  a  particular  question,  namely 
how  the  income-expenditure  disequilibria  of  the  various  sectors  are 


2  A  review  of  currently  published  surveys  has  been  presented  by  the 
Statistics  Division  of  the  International  Monetary  Fund.  ?biSapS  refe- 
analyzed  from  the  viewpoint  of  sources  and  methods,  and  ^“pi  ^Monetarv 

ences  are  pven  for  ^7’  TheTund^paper  provides  not  only 

£23.  bashs  MS  alt  a  conceptual  framework  which  will  remam 
the  primary  point  of  reference  for  future  studies  on  this  topic. 
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financed.  But  the  interest  of  the  system  is  not  in  the  quantitative 
description  of  such  disequilibria  and  of  their  financing;  it  is  rather 
in  the  presentation  of  the  dynamic  interrelationships  between  the 
changes  in  the  various  items. 

Monetary  surveys  do  not  provide  necessarily  direct  information 
about  the  liquidity  and  the  indebtedness  of  various  sectors,  which  are 
stock  concepts;  however,  they  indicate  clearly  the  direction  in  which 
the  latter  are  changing  through  time.  It  is  important  to  note  that 
this  type  of  analysis  is  by  no  means  linked  to  assumptions  of  the 
naive  quantity  theory  of  money”  type:  on  the  contrary,  in  the 
income-expenditure  approach  adopted  here,  expenditure  decisions  are 
considered  to  be  the  prime  determinants  of  change.  Yet  it  is  recog¬ 
nized  that  liquidity  and  indebtedness  may  and  will  affect  such  deci¬ 
sions  as  a  constraint  on  investment  or  as  an  incentive  to  risk-taking 
or  in  still  other  ways  which  have  become  explicit  in  recent  writings 
on  monetary  theory.3  The  monetary  element  is  therefore  prominent 
in  this  approach,  but  the  link  with  expenditure  decisions  is  flexible 
and  indirect,  rather  than  rigid  and  direct. 

The  framework  is  also  particularly  fit  for  analyses  on  Robert¬ 
sonian  and  Swedish  lines.  The  concept  of  divergence  of  ex-ante 
magnitudes  and  their  reconcilation  ex-post  is  a  tool  widely  used  in 
theoretical  monetary  analysis;  can  this  process,  however,  be  traced 
through  the  observation  of  monetary  and  banking  statistics,  obviously 
reflecting  ex-post  magnitudes  only?  To  a  certain  extent  we  can  actu¬ 
ally  isolate  developments  within  the  monetary  system  that  provide 
significant  evidence  on  the  adjustment  of  ex-post  magnitudes  in  suc¬ 
cessive  periods;  from  these,  in  many  cases,  we  can  then  draw  with 
the  help  of  circumstantial  evidence,  inferences  on  the  ex-ante  diver¬ 
gences  that  have  been  responsible  for  the  adjustment.  Yet  it  is  still 
a  moot  point  how  comprehensive  the  analysis  needs  to  be  for  this 
procedure  to  be  valid.  Dr.  Holtrop,  President  of  the  Nederlandsche 
Bank,  advocates  a  form  of  monetary  analysis  limited  in  scope  to 
transactions  affecting  the  liquidity  position  of  the  various  sectors 
(transactions  with  money-creating  institutions,  issue  and  retirement 
of  short-term  Treasury  bills,  and  accumulation  and  disposal  of  liquid 
balances) .  The  Nederlandsche  Bank  argues  that  it  is  actually  correct 
to  attribute  the  responsibility  for  inflation  to  the  sectors  that  bor¬ 
rowed  from  money-creating  institutions,  dishoarded,  or  issued  second- 


Policies  and  Fu^Fn  and  Staking:  W.  J.  Fellner,  Monetary 

ratines  and  Full  Employment  (Berkeley,  1947),  pp.  158  and  ff  and  on  liauiditv 

and  consumer  behavior:  J.  Tobin,  “Asset  Holdings  and  Spending  Decisions  ” 
American  Economic  Review,  XLII  (May  1952)  109-23  P  §  ’ 
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ary  liquidities,  and  its  system  of  analysis  is  based  on  this  premise. 
Dr.  Holtrop’s  writings  also  establish  a  theoretical  case  for  this  prac¬ 
tice.4  However,  one  cannot  help  feeling  that  in  so  doing  the  chain 
of  reasoning  is  stopped  arbitrarily.  It  may  well  be  that  for  some 
situations  one  can  immediately  determine  the  origin  and  causes  of 
monetary  disturbances  by  looking  no  further  than  the  transactions 
affecting  the  monetary  system.  Yet  this  can  hold  only  as  long  as  we 
assume,  for  instance,  that  no  important  changes  occur  in  the  market 
for  long-term  capital.  It  is  easy  to  think,  instead,  of  cases  in  which 
the  monetary  disturbance  arises  from  a  changed  attitude  of  investors 
towards  the  securities  issued  by  a  certain  sector:  suffice  it  to  mention 
the  effects  of  tax  privileges  granted  to  government  securities  or  any 
other  form  of  discrimination  against  private  securities.  If  a  cutback 
in  expenditure  is  to  be  avoided,  the  borrowing  sector  will  have  to 
turn  to  money  creating  institutions  for  monetary  financing;  in  simple 
liquidity  analysis  such  a  sector  would  appear  as  the  origin  of  the 
inflationary  pressures.  It  is  true  that  from  the  point  of  view  of  the 
central  bank’s  responsibility  to  safeguard  the  purchasing  power  of 
the  currency,  this  is  as  much  as  it  is  necessary  to  know  in  order  to 
apply  remedial  measures.  It  could  hardly  be  maintained,  however, 
that  such  action  would  be  satisfactory  for  the  stability  of  the  econ¬ 
omy,  which  could  be  better  protected  by  acting  on  the  disturbing 
factor  in  the  capital  market. 

The  problem  could  be  summarized  in  even  more  concise  terms: 
the  Nederlandsche  Bank  stresses  at  all  times  that  if  one  analyses 
monetary  phenomena  with  the  purpose  of  getting  some  guidance  for 
monetary  policy,  one  must  necessarily  use  a  model  in  which  monetary 
policy  can  find  its  place.”6  We  should  like  to  add  that  not  only  must 
monetary  policy  find  its  place  in  the  model  but  also  other  policies 
affecting,  for  instance,  the  capital  market  should  be  introduced  into 
the  model.  Otherwise  we  run  the  risk  of  misinterpreting  as  purely 
monetary  a  disturbance  which  should  actually  be  traced  further  up 
in  the  chain  of  intersector  finance.  Only  then  will  the  monetary 
survey  be  able  to  perform  not  only  its  basic  function  ascertaining 
the  origin  of  inflationary  or  deflationary  pressures  —  but  also  its 
second  -  analyzing  the  roles  played  by  the  various  parts  of  the 


4  See  particularly  the  presentations  of  the  Holtrop  model  given  in  H  C. 
Bos,  A.  Discussion  on  Methods  of  Monetary  Analysis 

Policy,  Netherlands  Economic  Institute  (Rotterdam,  1956),  F.  J.  De  Jongn 
“M6thodes  statistiques  d’analyse  de  la  situation  monetj^  BuUetu i  de  a 
Banque  de  Belgique,  Mars-Avril,  1956;  M.  W  Holtrop  The  Method  of  Mone 
tary  Analysis  used  by  De  Nederlandsche  Bank,  IMF  Staff  Papers,  Feb.  1957. 
5.  Holtrop,  op.  cit.,  p.  306. 
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monetary  and  financial  mechanism  in  favoring  or  restraining  the 
original  disturbance. 

The  approach  followed  in  this  paper  will  be  to  discuss  and 
account  for  the  essential  features  of  monetary  surveys  by  examining 
problems  of  interpretation  in  practical  monetary  analysis.  Our  atten¬ 
tion  will  be  focused  first  on  the  shortcomings  of  money  supply  analy¬ 
sis  in  the  case  of  an  open  economy.  The  problem  of  determining  the 
origin  and  meaning  of  financial  disequilibria  will  subsequently  provide 
the  background  for  a  discussion  of  the  necessary  analysis  by  sources 
and  uses  of  funds  and  by  sectors;  a  model  based  on  the  integration  of 
national  income  and  financial  statistics  will  then  be  introduced. 

Finally  the  need  for  supplementing  monetary  surveys  proper 
with  analyses  of  reserve  money  will  be  argued  briefly. 

III.  Money  Supply  Analysis  and  Monetaby  Financing 
in  the  Open  Economy 

The  simplest  type  of  analysis  looks  to  the  money  supply  for 
evidence  on,  and  a  measure  of,  inflationary  or  deflationary  tendencies 
in  the  economy.  Before  going  on  to  examine  the  merits  of  such  an 
analysis,  a  preliminary  warning  must  be  issued  against  using  money- 
supply  statistics  without  taking  into  account  the  economy’s  struc¬ 
tural  changes.  It  is  a  fact  that  the  volume  of  money  —  and  particu¬ 
larly  of  certain  components  of  it  —  in  certain  economies  contains 
within  it  a  steep  trend  deriving  not  only  from  the  progress  of  pro¬ 
duction  but  also  from  the  increasing  use  of  monetary  payments  in 
some  sectors  of  the  economy.  Clearly  when  the  growth  of  the  money 
supply  can  be  explained  by  such  phenomena  there  are  no  grounds  for 
speaking  of  inflationary  tendencies.  The  relevant  concept  seems  to 
be  that  of  deviations  from  trend. 

While  the  analysis  of  fluctuations  in  the  money  supply  can  be 
useful  in  a  first  approximation  when  examining  inflationary  tend¬ 
encies  in  a  closed  economy,  it  does  not  provide,  taken  by  itself,  very 
significant  information  in  most  other  cases. 

Inflationary  credit  monetization  may  be  said,  following  Holtrop,6 
to  result  in  one  of  two  different  types  of  liquid  asset  accumulation. 
The  first  type  expresses  an  adjustment  by  disinvestment  out  of 
inventories  in  one  sector,  to  an  increase  in  expenditure  in  another 
sector.  Accumulated  stocks,  that  is,  are  converted  into  liquid  assets, 
but  the  reaction  can  be  only  temporary:  there  will  have  been  no 
autonomous  increase  in  the  desire  to  hoard  and  attempts  will  conse¬ 
quently  be  made  to  build  up  inventories  to  their  previous  level. 

6.  Holtrop,  op.  cit. 
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Should  this  be  made  impossible  by  controls,  the  accumulation  of 
liquidities  may  result  in  the  well-known  case  of  suppressed  inflation. 

When,  however,  real  or  nominal  income  increases,  the  additional 
liquidities  resulting  from  inflationary  financing  will  eventually  become 
needed  as  transaction  balances,  liquidity  preference  remaining  the 
same  here  too;  this  “absorptive  reaction”  may,  of  course,  take  the 
form  of  increased  cash  balances  in  the  hands  of  the  public. 

The  point  is,  however,  that  in  an  open  economy  the  consolidation 
of  the  inflationary  impulses  via  an  increase  in  incomes  and  the  conse¬ 
quent  absorption  of  newly  created  liquidities  is  not  necessarily  the 
rule.  Actually,  unless  controls  are  applied  to  imports,  sooner  or  later 
the  reconciliation  of  ex-post  savings  and  investment  would  be  brought 
about  by  disinvestment  vis-a-vis  the  foreign  sector,  that  is  an  import 
surplus.  The  upshot  seems  to  be  that  inflationary  financing  will  fail 
to  result  in  an  increased  money  supply,  unless  controls  are  applied 
or  there  is  for  other  reasons  an  autonomous  increase  in  the  desire  to 
hold  liquid  balances.  In  fact,  even  without  strict  controls,  the 
imperfect  flexibility  of  the  economy  and  the  inability  of  imports  to 
satisfy  exactly  the  excessive  internal  demand  will  permit  or  rather 
force  the  absorptive  reaction  to  operate  within  certain  limits.  Yet  it 
is  clear  that  the  increase  in  the  supply  of  money  in  the  hands  of  the 
public  will  provide  a  most  imperfect  and  at  times  misleading  indica¬ 
tion  of  the  strength  and  the  origin  of  inflationary  financing. 

If  inflationary  financing  is  not  always  reflected  in  an  increase  in 
the  money  supply  —  within  the  usual  time  limits  of  our  observations 
—  it  is  equally  true  that  an  increase  in  the  public’s  holdings  of  liquid 
assets  need  not  mean  that  an  inflationary  process  is  running  its  course. 

The  most  obvious  example  consists  in  the  increase  in  the  money 
supply  that  may  accompany  net  purchases  of  foreign  exchange  by 
the  banking  system.  One  way  in  which  this  liquidity  surplus  of  the 
economy  as  a  whole  towards  the  foreign  sector  could  come  about  is, 
for  instance,  an  autonomous  increase  in  the  desire  to  hoard.  Imports 
may  drop  or  exports  be  stimulated  indirectly,  or  both,  but  liquid 
holdings  in  the  hands  of  the  public,  that  is  hoards,  could  increase 
without  necessarily  having  depressive  effects.  In  this  case  the  situa¬ 
tion  could  be  identified  in  a  relatively  direct  way;  it  is  more  likely, 
however  that  the  deflationary  impulse  would  actually  operate  on 
both  the  foreign  balance  and  the  rhythm  of  activity.  As  the  two 
opposed  influences  on  the  volume  of  liquidities  in  the  hands  of  the 
public  would  then  partially  offset  each  other,  only  a  careful  study  of 
credit  monetization  and  the  net  foreign  exchange  position,  m  addition 
to  the  money  supply,  could  be  conclusive. 
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This  change  in  the  liquid  assets  outstanding  in  the  economy  as 
a  whole  was  associated  with  a  cutback  in  expenditure.  However,  an 
excess  of  purchases  of  foreign  currency  over  sales  by  the  banking 
system,  leading  to  an  expansion  of  the  money  supply,  need  not  be 
associated  with  such  a  “deflationary”  condition.  It  could  be  asso¬ 
ciated  with  a  relatively  less  inflationary  situation  with  respect  to  other 
countries:  in  fact  such  a  general  formulation  also  covers  the  preceding 
case.7  In  principle,  the  differences  between  a  surplus  caused  by 
internal  deflation  and  one  attributable  to  inflationary  tendencies 
abroad  are  merely  differences  of  degree :  for  the  purposes  of  practical 
monetary  analysis,  however,  one  could  also  speak  of  qualitative 
differences.  Clearly,  the  accumulation  of  liquid  balances  in  the  case 
of  a  surplus  due  to  inflation  abroad  tends  to  be  temporary  only  if  the 
home  country  is  in  equilibrium  or  is  inflating;  it  will  be  in  its  interest 
to  accelerate  the  rhythm  of  imports  so  as  to  moderate  the  additional 
inflationary  influence  of  the  favorable  trade  balance. 

The  case  of  the  country  experiencing  an  increase  in  the  desire  to 
hoard  is  different  in  that  it  will  not  be  in  the  interest  of  the  country 
to  encourage  imports,  at  least  until  it  has  overcome  the  difficulties 
which  the  fall  in  internal  spending  may  cause. 

We  can  therefore  expect,  according  to  the  origin  of  the  surplus, 
substantially  different  lags  before  seeing  a  reaction  to  the  emergence 
of  an  over-all  liquidity  surplus  (in  the  form  of  net  purchases  of  foreign 
exchange  by  the  banking  system). 

In  yet  a  third  case  money  supply  analysis  may  prove  misleading 
for  judging  whether  excess  expenditure  by  any  one  sector  of  the 
economy  is  being  financed  by  inflationary  methods:  the  case  is  the 
transmission  of  inflationary  impulses  from  abroad  in  the  presence, 
however,  of  a  deficit  rather  than  a  surplus  in  the  balance  of  current 
payments.  Inflation  abroad  need  not  be  reflected  in  an  export  sur¬ 
plus  towards  the  inflating  country:  the  inflation  in  one  or  more  coun¬ 
tries  may  actually  cause  a  deficit  in  the  balance  of  trade  of  all  other 
countries  (except  the  direct  suppliers  of  the  inflating  country),  by 
raising  against  them  the  prices  of  raw  materials  they  buy  from  com¬ 
mon  sources  of  supply  (or  from  the  inflating  country  itself).  This 
was  the  plight  of  a  number  of  countries  during  the  Korean  scare¬ 
buying.  In  this  situation  the  money  supply  is  likely  to  rise  concur¬ 
rently  with  the  emergence  of  the  deficit  in  the  countries  that  are  so 
affected;  this  simply  means  that  the  destruction  of  liquidities  brought 


7.  It  might  actually  be  convenient  for  certain  purposes  (mainly  balance-of- 
paymen  s  anaysis)  to  redefine  inflation  and  deflation  as  relative  concepts  with 
international  trends  as  a  yardstick. 


MONETARY  SURVEYS  AND  MONETARY  ANALYSIS  105 


about  by  the  deficit  is  being  offset,  and  generally  more  than  offset 
in  order  to  prevent  a  liquidity  shortage.  It  appears  that  credit  will 
also  have  to  be  expanded  following  the  increase  in  prices  transmitted 
from  the  outside,  although  the  drawing  into  circulation  of  idle  bal¬ 
ances  may  moderate  the  stringency  somewhat.  No  automatic  stabi¬ 
lization  effect  can  be  expected  until  the  impulse  transmitted  from 
abroad  ceases  to  operate,  as  monetary  severity  would  only  make 
things  worse;  there  exists,  however,  the  possibility  that  the  govern¬ 
ment  may  undertake  to  subsidize  the  sale  of  import  goods  at 
unchanged  prices  and  finance  the  program  by  increased  taxation, 
as  was  done  in  Great  Britain  and  in  other  countries  during  World 
War  II.8 

IV.  Inflationary  and  Deflationary  Impulses  and  Reactions 
Isolating  the  external  accounts  is  only  a  first  step  in  the  elabora¬ 
tion  of  a  monetary  survey;  we  need  to  disaggregate  further  the 
accounts  of  the  economy  so  as  to  be  able  to  interpret  them  in  terms 
of  expenditure  decisions  of  reasonably  homogeneous  sectors.  Just  as 
there  can  be  compensation  between  an  internal  inflationary  impulse 
and  a  deflationary  reaction  registered  in  the  balance  of  payments, 
compensation  among  domestic  sectors  may  prevent  income-expendi¬ 
ture  disequilibria  from  affecting  the  liquidity  of  the  country  as  a 
whole.  It  would  be  interesting,  nevertheless,  to  know  when  such  a 
situation  is  occurring,  because  an  equilibrium  of  this  type  is  signifi¬ 
cantly  different  from  an  equilibrium  characterized  by  lack  of  dis¬ 
turbances.  Actually  this  is  an  argument  against  using  simple  liquidity 
balances  which  are  mere  algebraic  sums  of  the  recourse  to  liquidity- 
creating  sources  and  the  absorption  of  newly  created  liquidities. 
There  is  hardly  any  sector  for  which  a  liquidity  surplus  or  deficit 
has  an  unambiguous  meaning:  the  examples  that  follow  tend  to  show 
that  not  only  the  household  sector,  but  also  the  business  and  the 
government  sectors  may  present  inflationary  or  deflationary  char¬ 
acteristics  as  a  consequence  of  spending  decisions  of  other  sectors. 

In  the  last  of  the  cases  discussed  above,  that  of  imported  cost 
inflation,  the  expansion  of  the  money  supply  was  due  not  only  to 
the  fact  that  higher  prices  necessitated  a  larger  volume  of  means  of 
payment  to  finance  normal  turnover,  but  also  to  the  necessity  o 
obviating  the  decrease  in  business  receipts.  An  import  dram  is  by 
no  means,  however,  the  only  possible  cause  occasioning  sue  a 
decrease  in  the  receipts  of  a  sector  and  hence  creating  the  need  for 
8.  See  on  this  point  A.  J.  Brown,  The  Great  Inflation  (London,  1955), 
pp.  254,  288. 
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the  sector  to  finance  a  liquidity  deficit  by  means  of  new  credit  mon¬ 
etization  —  even  though  its  volume  of  expenditure  may  remain 
unchanged  or  perhaps  contract.9 

Supposing  that  an  autonomous  increase  in  the  desire  to  hold 
liquid  balances  occurs  in  the  household  sector  (that  is,  consumers 
reduce  their  expenditures  below  normal),  the  flow  of  funds  into  the 
business  sector  will  be  reduced.  It  is  common  to  think  of  the  conse¬ 
quences  in  terms  of  reduced  economic  activity,  liquidations  of  stocks 
and  achievement  of  equilibrium  at  a  lower  level.  We  should  expect, 
therefore,  to  see  the  outstanding  volume  of  liquid  assets  decline  until 
equilibrium  is  reached,  if  we  abstract  from  balance-of-payments 
reactions.  In  the  short  run,  however,  even  if  we  limit  ourselves  to 
the  problem  of  the  liquidation  of  inventories  and  the  decrease  in  new 
orders  to  manufacturers,  we  shall  have  to  recognize  that  there  will 
be  a  time  lag  in  which  the  carrying  over  of  unsold  inventories  will 
result  in  a  relative  expansion  of  credit  and  of  deposits.  In  addition 
we  could  also  consider  that  at  any  moment  of  time  firms  will  have 
begun  a  certain  number  of  investment  projects  which  it  will  be  worth¬ 
while  to  complete,  and  which  will  therefore  require  the  use  of  new 
credit  to  substitute  for  the  unexpectedly  reduced  possibilities  of 
self-financing.1 

In  an  expanding  economy  and  provided  confidence  is  not  sapped 
seriously,  the  over-all  result  of  an  increase  in  the  desire  to  hoard  may 
therefore  be  an  expansion  of  the  money  supply,  even  though  the 
condition  of  the  economy  would  normally  be  considered  deflationary. 

On  rather  similar  lines,  we  can  consider  now  a  second  problem 
concerning  the  relations  of  the  government’s  liquidity  with  that  of 
the  other  sectors: 


To  the  extent  that  Government  revenue  is  affected  by  deflationary  conditions 
.  .  .  the  increase  in  deposits  may  reflect  an  improvement  in  the  liquidity  position 
of  the  private  sector  matched  by  a  deterioration  in  that  of  the  Government  in 
which  case  the  increase  in  deposits  will  be  balanced  by  larger  bank  lending  to  the 
Government.2 


The  act  of  “inflationary  financing”  by  the  government  must  be  classi¬ 
fied  as  a  reaction  to  a  deflationary  impulse,  when  we  consider  the 

n  Ti9'fflT»eA/rtWOieXai^ple^  that  f°,low  owe  much  t0  the  stimulating  paper  by 
Dr.  Baffi  Monetary  Analysis  in  Italy,”  IMF  Staff  Papers,  Feb.  1957. 

LA  striking  example  of  credit  extension  due  to  the  carrying  over  of  stocks 
and  to  the  reduction  m  the  margins  available  for  self-financing  was  offered  by 

Si H  m  If  ;  ad7anf s  expanded  by  1200  Million  kroner,  yet  prices  were  not 
affected  in  the  least.  See:  Lundberg  and  Senneby,  “The  Dilemma  of  the  New 
Monetary  Policy  in  Sweden,”  Skandinaviska  Banken  Quarterly  Review,  July  1956, 

2.  Baffi,  op.  cit. 
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rationale  of  the  creation  of  new  liquidities.  This  definition  is  prob¬ 
ably  more  helpful  from  the  practical  angle  than  the  traditional  defini¬ 
tion  of  any  government  deficit  as  an  autonomous  inflationary  factor, 
as  it  provides  a  hint  for  interpreting  subsequent  developments;  these 
are  likely  to  involve  the  disappearance  of  the  government’s  liquidity 
deficit  as  soon  as  the  deflationary  impulse  ceases  to  operate. 

If  such  then  is  the  variety  of  developments  that  can  affect  the 
monetary  accounts  of  the  country,  and  if  the  meaning  of  any  single 
synthetic  measure  —  liquidity  or  finance  balance  —  of  the  income- 
expenditure  disequilibrium  of  a  sector  from  the  viewpoint  of  eco¬ 
nomic  (not  simply  of  statistical)  analysis  is  so  ambiguous,  we  must 
look  for  a  solution  by  studying  the  interrelations  of  the  various  items 
among  themselves  and  over  time.  Professor  Copeland,  and  more 
systematically,  Professors  Tinbergen  and  Schouten3  have  proposed 
criteria  for  recognizing  the  role  —  inflationary,  deflationary,  refla¬ 
tionary  and  disinflationary  —  played  by  any  one  sector  in  the  econ¬ 
omy  and  its  “responsibility”  in  assuming  such  a  role.  The  classifica¬ 
tion  is  couched  in  dynamic  terms:  an  inflationary  sector  is  one  whose 
deficit  vis-4- vis  the  rest  of  the  economy  is  increasing,  a  deflationary 


sector  one  whose  surplus  is  increasing,  a  reflationary  sector  one 
whose  surplus  is  decreasing,  a  disinflationary  sector  one  whose 
deficit  is  decreasing.  The  problem  of  “responsibility  or  of  initia- 
tive  —  is  approached  by  observing  the  parallel  developments  in  a 
sector’s  balance  and  in  its  expenditure  and  receipts.  Thus,  active 
sectors,  those  in  which  the  spending  decisions  have  originated,  will 
generally  be  characterized  by  a  negative  (positive)  correlation  between 
their  current  expenditures  and  the  corresponding  surpluses  (deficits). 
Passive  sectors,  in  which  what  we  have  called  “reactions”  take  place, 
will  be  recognizable,  according  to  Tinbergen  and  Schouten,  by  a 
positive  (negative)  correlation  between  their  current  receipts  and  the 

corresponding  surpluses  (deficits).  . 

A  word  of  caution  is  in  order  at  this  point:  the  classification  just 
presented  rests  on  a  line  of  reasoning  which,  while  theoretically  con¬ 
sistent,  has  practical  implications  which  make  it  a  somewhat  delicate 
instrument  of  analysis.  The  underlying  argument  is  clearly  a  type 
of  period  analysis  in  which  by  definition  there  is  always  ex-post  equi¬ 
librium  among  the  various  sectors,  so  that  it  is  not  the  absolute  posi¬ 
tion  of  a  sector  (e.g.,  liquidity  surplus  or  deficit)  that  counts,  but  the 


3  M.  R.  Copeland,  A  Study  of  Moneyflows  in 
Bureau  of  Economic  Research  (New  York,  1952),  chJc^^ 
Schouten,  “National  Income  Accounts  as  a  Means  of  Currency  Analysis, 

national  Economic  Papers,  No.  5,  1955. 
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change  in  such  a  position  from  one  period  to  the  next.  Thus  a  sector 
running  a  persistent  liquidity  surplus  of  constant  amount  will  not 
be  considered  deflationary,  as  the  rest  of  the  economy  is  supposed  to 
have  adjusted  to  the  original  deflationary  impulse  in  the  period  in 
which  it  made  its  appearance  and  to  have  continued  in  its  compensa¬ 
tory  position  ever  since.  Sometimes,  however,  such  a  situation  may 
not  justify  a  lack  of  concern  with  monetary  developments  in  the 
economy  and  may  instead  require  positive  corrective  steps,  even 
though  equilibrium  formally  obtains.  Whether  this  will  be  the  case 
will  depend  on  the  nature  of  the  adjustment  that  has  taken  place; 
it  is  easy  to  think  of  cases  in  which  such  an  adjustment  may  have 
undesirable  effects  on  the  structure  of  the  economy,  may  be  practi¬ 
cable  only  for  a  limited  period,  or  may  finally  build  up  dangerous 
potential  disequilibria.  Fitting  examples  would  be  respectively  the 
adjustments  in  the  structure  of  production  required  by  a  prolonged 
substitution  of  compensatory  government  spending  for  deficient 
private  demand,  the  possibility  of  exhausting  foreign  exchange 
resources  by  financing  a  persistent  balance-of-payments  deficit,  and 
finally  the  creation  of  potentially  destabilizing  excess  liquidity  in  the 
hands  of  the  public  by  monetary  policy  measures. 


V.  The  Problem  of  Sectoring 


We  have  been  examining  a  type  of  analysis  of  intersector  financ¬ 
ing  that  requires  a  subdivision  of  the  economy  according  to  the 
criterion  of  homogeneity  of  behavior.  Current  surveys  normally 
present  a  government  sector,  a  private  sector  and  a  foreign  sector, 
the  latter  sometimes  appearing  only  implicitly,  as  a  residual:  others 
push  the  sectoring  further,  segregating  central  from  local  govern¬ 
ments,  isolating  insurance  and  pension  funds,  introducing  the  capital 
market  as  a  separate  factor. 

The  next  desirable  step,  an  essential  one  in  fact,  is  the  sub- 
lvision  of  the  private  sector  into  a  business  sector  and  a  household 
sector,  since  the  behavior  of  these  sectors  cannot  be  considered  homo¬ 
geneous  enough  in  advanced  countries.  But  here  statistical  problems 
appear  to  have  been  the  stumbling  block  in  many  countries.4 

When  we  come  to  bank  assets  other  than  current  account 
advances  we  would  normally  find  that  financial  obligations  embodied 
m  securities  are  recorded  as  loans  to  the  original  issuer:  this  fails  to 


Hiffi  4:  Recent  official  documents  confirm  the  impression  however  that  th 

pertemrS  tohousehoWs  ^  identific,ation  of  bank  deposit;  and  bank  loans  a 
fhe  l956  renort  of  ^I  n  ^ufsmfsJ firms  are  not  insuperable.  See  in  particula 

-)  wher 
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reveal  the  source  from  which  they  have  actually  been  acquired,  and 
which  is  therefore  responsible  for  the  creation  of  newr  liquidities. 
This  could  result  in  misleading  conclusions  if  the  original  issuer 
belonged  to  one  sector  and  the  present  borrower  to  another.  This 
would  be  the  case,  for  instance,  if  government  securities  or  foreign 
securities  were  turned  in  by  the  public  to  money-creating  institutions. 
An  ingenious  solution  to  this  difficulty  has  been  adopted  by  the 
Nederlandsche  Bank  and  the  Bank  of  Belgium,  which  have  intro¬ 
duced  a  sector  “capital  market  and  sundry  items,”  to  which  these 
operations  are  attributed. 

Where  the  capital  market  appears,  as  in  our  model,  simply  as  a 
component  of  the  finance  balance,  a  particularly  strong  reason  is 
added  for  wanting  to  separate  the  household  sector  from  the  business 
sector:  if  this  is  not  done,  a  significant  volume  of  transactions  in 
stocks  and  industrial  bonds  goes  unrecorded. 

VI.  A  Simple  Model  of  Monetary  Survey 

The  above  discussion  should  have  clarified  many  of  the  issues 
involved  in  integrating  monetary  analysis  with  the  income-expendi¬ 
ture  approach.  In  the  simple  model  of  Table  I  we  attempt  to  provide 
a  framework  in  which  the  interrelations  we  have  been  discussing  can 
be  made  explicit.  The  model  is  necessarily  quite  schematic  and  thus 
skirts  many  of  the  difficult  problems  of  definition  that  arise  in  the 
practical  construction  of  a  survey;  we  shall,  however,  comment 
briefly  on  the  significance  of  the  items  appearing  in  the  table. 

It  will  be  noticed  that  the  foreign  sector  is  not  included  explicitly 
in  the  model:  its  liquidity  and  finance  balances  are  identical,  of 
course,  and  of  opposite  sign  to  those  of  the  domestic  economy.  This 
is  because  the  liquidity  balance  for  the  country  as  a  whole  will  be 
equal  definitionally  to  the  sum  of  the  net  “equilibrating”  items  in 
the  balance  of  payments,  that  is  the  net  change  in  foreign  exchange 
reserves  and  in  other  short-term  claims  abroad.  Similarly,  the  finance 
balance  for  the  country  as  a  whole  expresses  the  net  change  in  total 
indebtedness  (including  long-term  claims)  towards  the  rest  of  the 
world,  that  is,  the  balance  of  payments  on  current  account. 

Attention  should  not  be  concentrated,  however,  on  the  total 
balances,  but  rather  on  the  operations  performed  m  the  various 
sectors:  for  instance,  capital  movements  on  the  domestic  market  will 
clearly  cancel  out  for  the  country  as  a  whole,  but  are  quite  relevan 
for  the  analysis  of  intersector  transactions. 

External  autonomous  capital  movements  are  an  admittedly  vague 
item  from  the  statistical  viewpoint,  but  a  perfectly  definite  one  from 
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TABLE  I 


Total 

Sectors 

Source  and  Uses  op  Funds 

Domestic 

Government 

Business 

Households 

Economy 

Enterprises 

(1)  Income 

360 

40 

130 

190 

(2)  Expenditure 

(3)  Finance  Balance  (=1  — 2=4  + 

366 

49 

167 

150 

5+6)  expressing  an  income  ex¬ 
penditure  disequilibrium  financed 
by: 

-6 

-9 

-37 

40 

(4)  Recourse  to  Domestic  Capital 

Market  and  Financial  Institu¬ 
tions  Other  than  Banks  (net 
borrowing) 

X1 

-5 

-10 

15 

(5)  External  Autonomous  Capital 

Movements  (net  imports) 

(6)  Liquidity  Balance  ( =  3  —  4  —  5 

-8 

-3 

-10 

5 

=  7  +  8)  expressing  a  change  in 
liquidity  resulting  from: 

2 

-1 

-17 

20 

(7)  Recourse  to  the  Banking  Sys- 

tem  and  Issue  of  Secondary 
Liquid  Assets  (increase  in  in¬ 
debtedness) 

-6 

-1 

-15 

10 

(8)  Absorption  (+)  or  Drawing 

Down  (  — )  of  Liquid  Assets 

8 

X2 

-2 

10 

i.  equals  zero  Dy  definition. 

-?5U?IS  Zel°  defi?iJtio?-  inasmuch  as  any  accumulation  of  liquid  funds  by  the  go  v- 
ernment  is  automatically  used  to  decrease  its  short-term  indebtedness. 


the  conceptual  viewpoint,  stemming  from  the  well-known  discussions 
of  exchange  equilibrium  by  Professor  Nurkse,  Mrs.  Robinson  and 
others.  Such  capital  movements  must  also  satisfy  the  criterion  of 
not  giving  rise  to  liquid  claims  on  the  importing  country.  In  practice 
such  capital  movements  may  often  be  considered  identical  to  long¬ 
term  capital  exports  and  imports. 

Theoretical  and  institutional  considerations,  not  accounting  con¬ 
ventions,  should  determine  which  changes  in  indebtedness  also  modify 
the  liquidity  of  a  sector.  From  this  viewpoint,  the  relevant  criterion 
should  be  that  liquidity  items  have  a  more  direct  influence  on  spend¬ 
ing  decisions  and  are  more  immediately  affected  by  other  sectors’ 
spending  decisions.  Also,  a  sector  has  considerably  greater  freedom 
with  respect  to  the  items  which  enter  the  liquidity  balance  than  with 
respect  to  the  remaining  items  of  the  finance  balance.  These  cannot 
be  easily  manipulated  without  the  co-operation  of  another  sector. 

The  items  in  the  bottom  row  of  Table  I,  indicating  changes  in 
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holdings  of  liquid  assets,  now  deserve  a  closer  look.  Such  changes 
in  gross  liquidity  (as  distinct  from  changes  net  of  variations  in  indebt¬ 
edness)  have  an  autonomous  significance,  but  this  is  unambiguous 
only  on  condition  that  changes  in  prices  and  output  be,  at  the  most, 
moderate.  If,  instead,  the  developments  that  lead  to  variations  in 
liquidity  are  associated  with  substantial  movements  in  the  price  level 
and  in  the  volume  of  output,  the  interpretative  and  prognostic  value 
of  variations  in  liquid  asset  holdings  is  considerably  reduced.  To 
obtain  significant  indications,  changes  in  gross  liquidity  must  then  be 
corrected  to  allow  for  the  effects  of  the  increased  monetary  require¬ 
ments  implied  by  a  higher  money  income  (because  of  increases  in 
prices  and/or  output). 

One  must  be  fully  aware  of  the  dangers  involved  in  estimating 
such  monetary  requirements  on  the  basis  of  an  average  ratio  chosen 
more  or  less  arbitrarily  (usually  relying  on  a  period  thought  of  as 
“normal”)-  It  would  be  even  worse,  however,  to  refrain,  for  fear  of 
imprecision  from  trying  to  estimate  changes  in  liquidity  in  this  second, 
more  meaningful  sense.  In  particular,  a  tendency  towards  an  abnor¬ 
mal  liquidity  build-up,  or,  conversely,  a  strain  on  the  liquidity  of  the 
economy,  can  be  recognized  only  on  condition  that  such  estimates 
are  carried  out.  It  is  the  residual  obtained  by  subtracting  from 
changes  in  liquid  asset  holdings  the  increased  absorption  due  to  the 
factors  just  mentioned  that  measures  the  practically  relevant  varia¬ 
tions  in  liquidity.  Moreover,  only  such  an  analysis  permits  a  full 
appreciation  of  the  role  played  by  hoarding  and  dishoarding. 

From  a  more  sophisticated  study  of  liquidity,  monetary  and 
fiscal  policy  can  thus  acquire  further  insights  of  importance  for  the 
choice  of  the  appropriate  corrective  instruments  in  inflationary  and 
deflationary  situations. 

VII.  Reserve  Money  Analysis:  the  Model 

The  framework  is,  however,  not  yet  complete :  the  decentralized 
organization  of  the  money-creating  system  in  most  countries  makes 
it  desirable  that  a  second  set  of  accounts  be  used  to  supplement  the 
monetary  survey  we  have  been  examining.  If  we  consider  that  at 
any  given  moment  the  banking  system  can  exercise  a  certain  measure 
of  discretion  in  the  creation  of  money,  within  the  limits  dictated  by 
its  reserve  position,  we  can  easily  appreciate  the  significance  of 
analyzing  the  developments  that  affect  precisely  this  element  the 
liquidity  of  the  banking  system.  The  residual  item  that  such  an 
analysis  would  yield,  the  free  reserves,  should  give  a  rough  measure 
of  the  leeway  which  money-creating  institutions  have  for  the  expan- 
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sion  of  credit.  There  is  hardly  any  need  to  point  out  that  this  pre¬ 
supposes  the  adherence  by  banks  to  certain  liquidity  standards,  either 
self-imposed  or  legal  ones;  the  standards  ought  to  result  clearly  from 
the  analysis,  in  the  form  of  an  item  that  isolated  a  part  of  the  system’s 
liquid  assets  as  unavailable  for  any  other  purpose  than  that  of 
liquidity  reserve. 

It  is  not  easy,  however,  to  be  precise,  as  to  which  liquid  assets 
should  be  taken  into  account  in  the  analysis  of  reserve  money.  Most 
frequently  the  legal  reserve  requirements  refer  to  cash  holdings  — 
cash  in  hand  and  deposits  at  the  central  bank.  No  obvious  guidance 
exists  in  case  there  are  no  legal  obligations  of  this  sort  for  the  banks, 
but  even  where  there  are  such  obligations  the  relevant  liquidity  vari¬ 
ables  from  the  viewpoint  of  bank  behavior  do  not  necessarily  coincide 
with  the  legal  reserves.  It  would  have  been  clearly  misleading,  for 
instance,  to  exclude  government  securities  from  an  analysis  of  reserve 
money  for  the  United  States  in  the  years  up  to  1951,  inasmuch  as 
they  enjoyed  a  ready  and  stable  market  at  the  Federal  Reserve  Banks. 
The  money-creating  potential  of  the  banking  system  must  clearly  take 
into  account  also  the  secondary  reserves  which  the  banks  would  not 
hesitate  (and  would  be  able)  to  liquidate  in  case  the  demand  for 
credit  strained  their  available  free  reserves.  Indeed  in  recent  years 
monetary  policy  in  some  countries  seems  to  have  shifted  its  emphasis 
from  regulation  of  cash  reserves  to  regulation  of  the  over-all  liquidity 
of  the  banking  system:  the  United  States  has  certainly  learned  the 
lesson  from  bitter  experience,  and  Great  Britain  showed  the  impor¬ 
tance  it  attributed  to  this  factor  by  using  as  a  major  instrument  of 
monetary  control  drastic  reduction  of  the  banks’  liquid  assets  (as  in 
the  1951  funding  of  Treasury  bills  and  in  successive  steps).6 

In  general  terms,  factors  affecting  bank  reserves  could  be  pre¬ 
sented  as  follows: 


TABLE  II 

(1)  Changes  in  External  Reserves  (net  purchases  =  +) 

(2)  Changes  in  Currency  in  Circulation  (decrease  =  +) 

(3)  Open  Market  Operations  by  the  Central  Bank  (net  purchases  =  +) 

(4)  Rediscount  at  Central  Bank  and  Advances  by  Central  Bank  to 
Commercial  Banks  and  Private  Customers  (increase  =  +) 

(5)  Monetary  Operations  of  the  Treasury,  consisting  in  the  net  transfer 
(absorption)  of  liquid  resources  by  the  government  to  (from)  other  sectors 
including  commercial  banks  (net  transfer  =  +) 


5  See,  however  E.  Nevin,  Comments  in  “Monetary  policy:  A  symposium,” 
Oxford  University  Institute  of  Statistics  Bulletin,  Aug.  1952,  p.  297  for  a  skeptical 
view  of  the  liqmdRy  doctrine.  It  is  noteworthy  that  in  1955  the  Governor  of 
the  Bank  of  England  explicitly  asked  the  banks  to  observe  the  30  per  cent  liquidity 
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(6)  Changes  in  Liquid  Resources  Required  as  Legal  Reserves  or  Custom¬ 
arily  Held,  due  to 

(a)  Increased  liabilities  (increase  =  — ) 

(b)  Changes  in  percentage  requirements  (increase  =  — ) 

(7)  Changes  in  the  Banks’  Free  Reserves,  obtained  as  the  algebraic  sum  of 
the  items  above. 


VIII.  Reserve  Money  Analysis:  Interpretation 
of  the  Accounts 

Some  of  the  data  entering  reserve  money  analysis  are  sometimes 
obtainable  from  the  monetary  surveys  themselves,  but  the  focus  of 
attention  is  different.  In  the  first  place,  the  analysis  of  bank  liquidity 
provides  a  guide  to  the  supply  side  of  the  money  creation  mechanism 
which  traces  the  ultimate  sources  of  liquidity  beyond  the  point  nor¬ 
mally  apparent  in  monetary  surveys.  In  the  second  place,  the  influ¬ 
ence  of  policy  measures  such  as  changes  in  reserve  requirements,  the 
establishment  of  rediscount  ceilings,  etc.,  is  accorded  a  prominent 
position.  Finally  — and  this  is  the  central  argument  for  reserve 
money  analysis  —  studying  bank  liquidity  means  observing  in  a  sense 
the  preparatory  stage  of  the  situation  recorded  in  a  monetary  survey , 
it  is  particularly  useful,  therefore,  in  evaluating  in  advance  the  prob¬ 
able  effectiveness  of  restrictive  monetary  measures.  It  may  also  help 
identify  any  offsetting  factors  that  may  frustrate  the  action  of  the 
monetary  authorities.  It  is  not  enough  to  identify  the  sources  of  the 
disequilibria  that  result  in  inflationary  tendencies  in  the  economy:  it 
is  also  necessary  to  have  a  clear  vision  of  the  enabling  factors.  More¬ 
over,  certain  operations  of  a  monetary  character  performed  by  the 
government,  such  as  debt  conversion  operations,  may  involve  no  net 
deficit  for  the  government  itself,  and  go  unrecorded  in  monetary 
surveys.  Yet  the  consequent  change  in  the  liquidity  of  the  banking 
system  is  surely  significant. 

When  we  consider  the  continuous  adjustment  of  the  monetary 
system  to  autonomous  disturbances,  and  the  difficulty  which  is  thus 
introduced  in  a  type  of  analysis  based  upon  static  observations,  we 
can  appreciate  another  aspect  of  the  contribution  which  reserve 
money  analysis  can  bring  to  liquidity  analysis  in  general.  If  there  is 
a  functional  relation  of  the  sort  we  discussed  between  bank  liquidity 
and  expansion  of  credit,  we  can  say  that  joining  the  two  forms  o 
analysis  adds  a  time  dimension  to  our  observations.  We  must  be 
clear  about  the  conditions  under  which  this  is  most  nearly  the  case: 
central  bank  action  and  government  action  must  be  close  to  neu- 
ratio:  see  H.  G.  Johnson,  “The  Revival  of  Monetary  Policy  in  Britain,”  Three 
Banks’  Review,  June  1956,  p.  6. 
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trality  and  we  must  assume  as  an  economic  background  a  period  of 
substantially  even  growth. 

Given  these  perhaps  not  unduly  restrictive  assumptions,  we  face 
the  general  problem  of  determining  the  time  path  of  the  various  types 
of  reactions  to  autonomous  changes.  This  involves  a  structural  analy¬ 
sis  of  some  characteristics  of  the  economy  and  of  the  monetary  and 
banking  system  in  particular,  which  have  been  ably  discussed,  with 
an  attempt  at  empirical  estimation,  by  Polak  and  White.  The 
problem  examined  by  the  two  authors  relates  specifically  to  the  time 
path  of  a  balance-of-payments  drain  in  the  presence  of  income  expan¬ 
sion,  but  is  clearly  susceptible  of  wider  applications.6  The  structural 
factors  they  discuss  are  partly  of  a  very  familiar  nature  and  determine 
the  shifts  of  the  supply  and  demand  curve  for  “money”  (one  could 
better  say  “liquid  assets”):  they  are,  of  course,  the  income  velocity 
of  money,  the  marginal  propensity  to  import  and  the  reserve  ratio 
of  the  banking  system  (or,  evidently,  the  type  of  liquidity  ratio  we 
have  indicated,  if  this  is  more  relevant).  The  rate  of  change  of  the 
total  money  supply  will  depend  upon  the  elasticity  of  demand  for 
money  (as  a  function  of  the  rate  of  interest)  on  the  part  of  the  public, 
and  upon  the  elasticity  of  supply  of  money  (as  a  function  of  the  same 
variable)  on  the  part  of  the  banks.  While  the  Polak- White  model  is 
presented  in  a  rigorous  form,  designed  to  be  tested  by  econometric 
methods,  looser  formulations,  of  course,  are  also  useful,  and  are  per¬ 
haps  more  widely  applicable  at  the  present  stage  of  monetary  analysis. 
This  is  substantially  what  we  have  been  trying  to  achieve  and  most 
of  the  two  authors’  key  variables  will  be  seen  to  have  appeared  in  the 
course  of  our  discussion.  Leaving  aside  the  income  velocity  of  money 
and  the  reserve  ratio,  of  which  enough  has  been  said,  we  can  remem¬ 
ber,  for  instance,  the  discussion  of  inflationary  or  deflationary  condi¬ 
tions  as  a  factor  influencing  the  propensity  to  import  of  the  country 
under  consideration. 

The  elasticity  of  demand  for  money  comes  in  at  the  stage  when 
the  general  trend  of  the  economy  is  considered.  For  instance  —  to 
remain  within  Polak  and  White’s  example  —  boom  conditions  have 
definite  implications  as  to  the  sensitivity  of  the  demand  for  loanable 
funds  to  movements  in  the  rate  of  interest  caused  by  a  balance-of- 
payments  drain.  Finally,  the  attitude  of  the  monetary  authorities 
and  the  institutional  factors  affecting  the  pattern  of  interest  rates 
and  the  availability  of  credit  cannot  be  forgotten,  when  the  elasticity 
of  supply  of  money  is  considered. 


6  J.  J.  Polak,  and  W.  H.  White,  “The  Effect  of  Income  ExDansion  on  the 
Quantity  of  Money,”  IMF  Staff  Papers,  Aug,  1955.  P  °n  °n  the 
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The  essential  features  of  a  national  wage  policy  are,  one,  a  high 
degree  of  centralization  in  wage  determination.  Two,  a  large  measure 
of  control  by  the  central  authority  over  changes  in  the  general  level 
of  wages  and  the  wage  structure.  And  three,  movements  in  wages 
depending  largely  on  national  social  and  economic  considerations 
rather  than  narrowly  on  the  state  of  particular  firms  and  industries. 

Subject  to  these  general  requirements,  there  may  be  substantial 
variations  in  the  manner  of  administering  national  wage  policy.  For 
example,  the  government  may  enter  directly  into  the  control  of 
wages,  as  in  the  Netherlands1;  it  may  play  an  informal  but  important 
part  by  close  consultation  with  trade  union  leaders,  as  in  Norway2; 
its  informal  influence  may  be  less  important,  as  in  Sweden" ;  or,  as  in 
the  case  of  the  federal  government  in  Australia,  it  may  play  no  part 
in  the  control  of  wages  other  than  to  set  up  independent  tribunals  to 
settle  industrial  disputes.  There  may  be  important  differences  in 
procedure  and  in  the  principles  of  wage  determination.  And  so  on. 
All  these  variations  reflect  differences  in  the  structure  of  trade  unions 
and  employers’  associations;  in  the  structure  and  constitutional 
framework  of  government  ;  in  the  structure  of  industry  and  urgency 
of  national  economic  problems;  and  in  ideology  and  economic 
objectives. 

A  method  of  administering  wage  policy  has  been  operating  in 
Australia  for  some  twenty-five  years.  It  was  first  used  in  the  depres- 


*The  substance  of  this  paper  was  presented  to  Professor  John  T  Dunlop’s 
Labor  Seminar  at  Harvard.  I  am  indebted  to  Professor  Dunlop  and  to  mem¬ 
bers  of  his  Seminar  for  helpful  comments.  ,  , , 

1.  See  B.  Zoeteweij,  “National  Wage  Policy:  the_  Experience  of  the  Nether¬ 
lands,”  International  Labour  Review,  LXXI  (Feb.  1955),  1 4, ,  p,  D 

2.  W.  M.  Leiserson,  “Wages  in  a  Controlled  Economy  (Unpublished  Ph.D. 


thesis,  Harvard  University,  1955).  „ 

3.  W.  Galenson,  “Comparative  Labor  Movements, 

Hall,  1952),  p.  165. 


(New  York:  Prentice- 
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sion  of  the  thirties  and  it  has  since  been  applied  in  full  employment, 
in  war  and  in  peace.  This  method  of  implementing  wage  policy  did 
not  result  from  deliberate  legislative  design,  but  has  evolved  in  a 
federal  system  under  economic  and  institutional  pressures  from  piece¬ 
meal  attempts  to  deal  with  industrial  disputes  through  compulsory 
arbitration. 

The  place  of  a  national  wage  policy  under  full  employment  is  a 
controversial  one.  Some  writers4  have  stressed  the  need  and  impor¬ 
tance  of  such  a  policy.  Some6  have  emphasized  the  difficulties  of 
enforcing  such  a  policy.  And  others6  have  cast  doubt  on  the  need  or 
advisability  of  a  national  wage  policy.  Australian  experience  in  the 
last  ten  years  does  not  help  much  to  resolve  these  differences.  In 
fact,  the  doubling  of  the  price  level  between  1945  and  1952  raises  the 
question  whether  anything  deserving  of  the  title  “national  wage 
policy”  did  really  exist  in  Australia.  But  is  price  stability  the  hall¬ 
mark  of  a  “successful”  wage  policy?  Or  does  wage  policy  serve  other 
purposes?  These  questions  are  posed  by  the  Australian  experience 
and  they  cannot  fairly  be  answered  outside  the  context  of  the  particu¬ 
lar  institutional  and  economic  environment  in  which  wage  policy 
operates.  There  is  need  for  special  caution  in  framing  criteria  for 
wage  policy  which  are  presumed  to  have  universal  application. 

This  paper  will  deal  first,  with  the  institutional  features  and 
principles  of  wage-fixing  which  provide  the  necessary  basis  for  national 
wage  policy  in  Australia;  next,  with  the  course  of  wages  and  prices 
since  1945;  and  finally,  with  some  of  the  problems  arising  from  wage 
policy  in  this  period,  especially  with  the  function  of  wage  policy.. 


I 

The  determination  of  wage  rates  in  Australia  is  in  the  hands  of  a 
large  number  of  tribunals,  constituted  under  state  and  federal  law. 
These  tribunals  vary  in  name,  form,  procedure,  and  jurisdiction.  It 
is  not  proposed  here  to  describe  in  detail  this  complicated  wage- 

4.  For  example,  W.  H.  Beveridge,  “Full  Employment  in  a  Free  Society,” 
pp.  198  et  seq.  A.  Flanders,  “Wage  Policy  in  Full  Employment  in  Britain,” 
Bulletin  of  the  Oxford  University  Institute  of  Statistics,  Vol.  12  (July-Aug.  1950). 
A.  P.  Lerner,  “Economics  of  Employment,”  chaps.  14  and  15. 

T  TrTT5'  H-  ®*nSer>  Wage  Policy  in  Full  Employment,”  Economic  Journal, 
LVII  (Dec.  1947),  438.  R.  Meidner,  and  E.  Lundberg,  in  “Wages  Policy  Under 
Full  Employment,”  ed.  R.  Turvey,  (London:  Hodge,  1952),  chaps.  2  and  4. 

H  Phelps  Brown  and  B.  C.  Roberts,  “Wages  Policy  in  Great  Britain  ” 
Lloyds  Bank  Review,  Jan.  1952.  D.  T.  Jack,  “Full  Employment  in  Retrospect,” 
Economic  Journal,  LXII  (Dec.  1952),  731.  W.  A.  Morton,  “Trade  Unionism, 
r  ull  Employment  and  Inflation,”  American  Economic  Review,  XL  (Mar.  1950),  13. 
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fixing  machinery.7  It  is  important  to  note,  however,  that  over  the 
years  there  has  emerged  a  distinct  leader  from  among  the  different 
tribunals.  This  is  the  federal  tribunal  known  as  the  Commonwealth 
Court  of  Conciliation  and  Arbitration.8  The  preponderant  authority 
of  the  Court  rests  partly  on  the  fact  that  half  of  all  wage  earners, 
spread  over  the  whole  country,  work  under  its  awards;  and  partly 
from  the  prestige  which  the  Court  has  acquired  over  time. 

This  tacit  centralization  of  decision-making  in  wage-fixing  has 
been  encouraged  by  the  centralized  structure  of  unions  representing 
nearly  60  per  cent  of  all  wage  and  salary  earners,  and  employers’ 
organizations.  These  central  representatives  of  labor  and  employers 
do  not  possess  the  coercive  powers  over  their  constituents  of  their 
Scandinavian  counterparts.9  But  the  fact  that  wage  policy  is  pro¬ 
nounced  by  the  Court  and  does  not  necessarily  carry  the  approval  of 
central  leaders  largely  removes  the  need  for  any  real  disciplinary 
powers.  The  main  responsibility  of  the  central  representatives  is  to 
formulate  the  general  claims  of  their  respective  constituents  as 
strongly  as  possible,  not  to  enforce  the  decision  of  the  Court.  Unfa¬ 
vorable  decisions  do  not  reflect  on  the  central  representatives  who 
are  always  in  a  position  to  throw  the  full  weight  of  any  dissatisfaction 
onto  the  Court.  This,  paradoxical  as  it  may  seem,  has  the  effect,  at 
least  among  unions,  of  promoting  a  greater  feeling  of  solidarity;  and 
it  usually  helps  to  make  the  Court’s  rulings  more  widely  accepted, 
even  if  only  as  a  “temporary  measure,  while  the  next  move  is  being 
planned.” 

There  is,  however,  an  important  qualification  to  be  made  con¬ 
cerning  this  kind  of  tacit  centralization  through  the  Court’s  leader¬ 
ship.  Under  the  Australian  federal  system,  the  federal  government 
has  no  powers  to  legislate  directly  on  wages,  hours,  or  any  other 
condition  of  work.  But  it  is  empowered  to  provide  the  machinery 
necessary  to  settle  interstate  industrial  disputes;  and  this  machinery, 
of  which  the  Court  is  the  key  component,  fixes  wages  and  other  terms 
of  employment  in  the  course  of  settling  disputes.  The  state  govern¬ 
ments,  however,  are  free  to  legislate  directly  on  all  these  matters  for 

7.  See  K.  F.  Walker,  “Industrial  Relations  in  Australia”  (Harvard  Uni¬ 
versity  Press,  1956),  especially  chaps.  II  and  VIII. 

8.  To  be  referred  to  henceforth  as  the  “Court.”  Since  this  paper  was 
written  the  Commonwealth  Arbitration  Court  has  been  reconstituted  into  ^w0 
bodies.  The  determination  of  wage  rates,  hours  of  work,  etc.  (the  arbitral  func¬ 
tions)  are  now  carried  out  by  the  Commonwealth  Arbitration  and  Conciliation 
Commission.  The  interpretation  and  enforcement  of  awards,  regulation  of  unions 
and  employers’  organizations,  etc.  (the  judicial  and  administrative  functions) 
are  now  in  the  hands  of  the  Commonwealth  Industrial  Court. 

9.  See  Galenson,  op.  cit.,  pp.  128  et  seq. 
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all  workers  who  come  under  the  jurisdiction  of  the  state  tribunals. 
A  state  government  may  thus  order  its  tribunal  to  act,  within  its 
jurisdiction,  contrary  to  the  rulings  of  the  Court.  This  has  happened 
recently  in  connection  with  the  system  of  automatic  cost-of-living 
adjustments;  and,  as  will  be  discussed  below,  the  possible  intrusion 
of  state  governments,  as  a  consequence  of  political  pressure,  into 
wage  policy  has  an  important  bearing  on  the  function  of  the  Court’s 
wage  policy. 

The  impact  of  the  Court’s  decisions  on  the  general  wage  level 
and  the  wage  structure  operates  through  a  peculiar  classification  of 
wage  rates  which  it  has  devised  and  which  has  been  universally 
accepted.  Every  wage  rate  is  in  two  parts  —  the  basic  wage  and  the 
margin.  Originally,  the  basic  wage  was  intended  as  the  minimum 
wage  for  the  “purely”  unskilled  worker,  and  in  this  sense  it  became  a 
national  minimum  wage.  Until  1953  it  was  the  general  practice  to 
preserve  the  real  value  of  this  wage  by  automatic  quarterly  adjust¬ 
ments  in  proportion  to  changes  in  the  cost-of-living  index.  A  margin 
is  added  to  the  basic  wage  for  special  requirements  of  the  job  —  skill 
and  responsibility,  danger  and  dirt,  etc.  However,  the  purely  unskilled 
worker  has  gradually  become  extinct  and  nearly  every  wage  now  has 
a  marginal  component.  The  basic  wage  is,  therefore,  more  than  a 
national  minimum  wage.  More  significantly,  it  is  the  foundational 
element  of  all  wage  rates.  A  change  in  the  basic  wage  is  a  change 
par  excellence  in  the  general  level  of  wages  because  it  affects  every 
wage  rate  directly. 

The  impact  of  change  in  the  basic  wage  is,  of  course,  greater  for 
those  wage  rates  in  which  the  basic  wage  forms  a  larger  proportion. 
And  hence  a  change  in  the  general  wage  level  through  a  variation  in 
the  basic  wage  produces  a  change  in  the  relative  wage  rates  of  skilled 
and  unskilled.  These  differentials  may  be  manipulated  more  directly 
through  a  change  in  the  general1  level  of  margins.  In  this  connection 
the  key  margin  is  that  of  the  fitter  in  the  engineering  industry.  A 
variation  in  this  margin  provides  the  cue  for  a  change  in  all  other 
margins.  Thus  any  undesirable  “distortions”  in  the  relative  wage 
rates  of  skilled  and  unskilled  may  be  corrected  by  a  direct  alteration 
in  the  general  level  of  margins. 

The  awards  of  the  Court  (and  those  of  other  tribunals)  usually 
fix  minimum  wage  rates,  and,  except  in  periods  of  national  emergency, 
there  are  no  legal  restrictions  against  employers  paying  more  than 
the  rates  awarded  by  the  Court.  The  ability  of  the  Court  to  control 

1.  Particular  margins  being  determined  by  reference  to  the  particular 
requirements  of  jobs. 
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the  general  wage  level  and  the  wage  structure,  depends,  of  course,  on 
the  extent  to  which  its  awards  are  observed  as  minima  as  well  as 
maxima.  It  will  be  understood  that  under  conditions  of  full  employ¬ 
ment  a  strong  pressure  will  exist  for  actual  wage  rates  to  be  higher 
than  award  rates.  The  extent  of  these  overaward  payments2  in  the 
postwar  years  will  be  examined  below,  though  for  the  moment  it  may 
be  noted  that  the  extent  of  overaward  payments  has  not  been  large 
enough  to  deny  the  importance  of  the  Court’s  role  in  wage  movements. 

Regarding  the  third  requirement  of  a  national  wage  policy,  that 
it  should  be  formulated  with  respect  to  national  considerations,  it 
should  be  emphasized  that  the  Court  is  not  empowered  to  formulate 
and  administer  a  national  wage  policy  as  such.  As  has  been  noted 
earlier,  its  constitutional  basis  is  much  narrower  and  is  confined  to 
the  prevention  and  settlement  of  interstate  industrial  disputes. 
Nevertheless,  the  manner  in  which  the  Court  has  conducted  its 
hearings,  the  evidence  it  has  sought  on  national  economic  matters, 
the  principles  it  has  adopted  for  the  basic  wage,  the  margin  of  the 
fitter,  and  standard  hours  of  work,  suggest  that  it  has  all  but  in  name 
assumed  the  role  of  formulating  national  wage  policy. 

In  the  early  days  the  determination  of  the  basic  wage  centered 
almost  entirely  around  the  social  question  of  the  minimum  needs  of  a 
family  unit.  But  since  the  depression  of  the  thirties  the  Court  has 
explicitly  introduced  national  economic  considerations  as  its  main 
criteria  for  basic  wage  adjustment.  It  has  regarded  a  claim  for  a 
change  in  the  basic  wage,  in  the  fitter’s  margin,  and  in  standard  hours 
as  requiring  a  comprehensive  review  of  the  economy.  Consequently, 
disputes  on  these  matters  are  not  ordinary  disputes.  They  are 
created  in  order  to  enable  the  Court  to  hear  elaborate  evidence  on 
the  state  of  the  economy  and  to  announce  its  wage  policy. 

This  outline  of  the  main  features  of  wage  policy  in  Australia 
shows  that  in  a  comparatively  small,  simple,  and  highly  unionized 
economy,  with  most  wage  earners  concentrated  in  a  few  large  cities,3 
the  existence  of  centralized  unions  and  employers’  organizations,  the 

2.  The  term  “wage  drift”  popularized  by  the  Scandinavians  signifies  much 
more  than  the  payment  of  wage  rates  above  agreed  or  awarded  levels.  It  includes 
the  effects  on  earnings  of  a  change  in  the  distribution  of  labor  in  the  direction  of 
higher  paid  industries  and  occupations,  overtime  work,  an  increase  in  piece  rate 
earnings,  etc.,  as  well  as  the  payment  of  rates  above  agreed  levels.  For  our  pur¬ 
poses,  we  are  mainly  interested  in  the  extent  to  which  the  Court’s  wage  rates  are 
also  the  effective  wage  rates  in  practice,  indicating  the  extent  of  the  control 
exercised  by  the  Court  over  wage  rates. 

3.  There  are  less  than  three  million  wage  and  salary  earners  in  Australia. 
More  than  one-third  of  the  population  is  concentrated  in  Sydney  and  Melbourne, 
and  more  than  half  lives  in  the  six  capital  cities. 
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leadership  of  the  Court  and  the  high  degree  of  formal  interdependence4 
in  wage  rates  through  the  determination  of  two  key  wage  rates  — 
the  basic  wage  and  the  fitter’s  margin  —  provide  the  necessary  basis 
for  a  national  wage  policy  without  complete  legislative  and  adminis¬ 
trative  provisions  for  its  operation.  There  are,  however,  a  number 
of  weaknesses  in  the  procedure  and  the  composition  of  the  Court5; 
and,  as  will  be  discussed  later,  the  separation  of  the  Court  from  other 
instruments  of  economic  policy  and  the  possible  challenge  to  its 
leadership  by  state  legislatures,  impose  an  important  limitation  on 
the  function  of  the  Court’s  wage  policy. 


II 

The  postwar  decisions  of  the  Court  may  be  followed  in  Table  I, 
which  also  shows  in  contrast  the  wage  and  price  movements  in  the 


TABLE  I 


Percentage  Increases  in  Wages  and  Retail  Prices 


Australia  United  States  United  Kingdom 

June  to  June 


Wages1 

Prices 

Wages2 

Prices 

Wages1 

Prices 

1945-46 

2 

2 

8 

3 

,  1946-47 

8 

2 

14 

18 

1947-48 

23 

9 

8 

9 

5 

10 

1948-49 

9 

10 

6 

-1 

3 

1 

1949-50 

9 

9 

2 

0 

1 

2 

1950-51 

23 

20 

9 

9 

8 

10 

1951-52 

19 

20 

4 

2 

8 

11 

1952-53 

7 

4 

6 

1 

5 

3 

1953-54 

1 

1 

3 

1 

5 

1 

1954-55 

2 

1 

2 

-1 

5 

3 

1955-56 

5 

7 

5 

2 

Sources:  Commonwealth  Bank  of  Australia.  Statistical  Bulletin;  United  Kingdom  Central  Statis¬ 
tical  Office,  Monthly  Digest  of  Statistics;  U.S.  Department  of  Labor,  Monthly  Labor  Review. 

1.  General  average  hourly  male  wage  rates. 

2.  Gross  average  hourly  earnings  in  manufacturing. 

3.  General  average  weekly  male  wage  rates. 


United  Kingdom  and  the  United  States.  The  1946-47  increase  in 
wages  in  Australia  may  partly  be  ascribed  to  the  7  per  cent  rise  in  the 
real  basic  wage  in  December  1946.  The  big  jump  in  1947-48  resulted 
from  the  reduction  in  the  standard  working  week  from  44  to  40  hours 
in  January  1948s  and  also  from  the  increase  in  the  general  level  of 

4.  See  J.  T.  Dunlop  and  M.  Rothbaum,  “International  Comparisons  of 
Wage  Structures,”  Intematianal  Labour  Review,  LXXI  (Apr.  1955),  350. 

5.  See  J.  E.  Isaac,  “The  Basic  Wage  and  Standard  Hours  Inquiry  in 
Australia,”  International  Labour  Review,  LXIX  (June  1954),  570. 

6.  See  0.  de  R.  Foenander,  “The  40-Hours  Case  and  the  Change  in  Standard 
Hours  in  Australian  Industry,”  International  Labour  Review,  LVIII  (Dec.  1948),  717. 
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margins  in  this  period.  The  smaller  increases  in  1948-50  were  largely 
due  to  the  automatic  cost-of-living  adjustments  which  appear  to  have 
been  fairly  substantial  in  this  period.  Between  February  1948, 
immediately  following  the  reduction  in  the  standard  working  week, 
and  November  1950,  just  before  the  14  per  cent  increase  in  the  real 
basic  wage,  cost-of-living  adjustments  alone  raised  the  basic  wage  by 
28  per  cent.  Early  in  this  period,  the  federal  government  abandoned 
price  control  and  in  September  1949  the  exchange  rate  was  depre¬ 
ciated  against  the  United  States  dollar. 

The  next  two  years,  1950-52,  showed  a  sharp  rise  in  wages  and 
prices  resulting  from  the  combined  effects  of  a  14  per  cent  increase 
in  the  real  basic  wage  in  December  1950  and  the  subsequent  cost-of- 
living  adjustments.  In  this  period,  the  price  of  wool  doubled  in  the 
season  following  the  outbreak  of  the  Korean  War  and  fell  back  to  its 
former  level  in  the  next.  This  was  followed  by  a  period  of  compara¬ 
tive  stability  in  wages  and  prices  up  to  1955.  In  September  1953  the 
Court  abandoned  the  automatic  cost-of-living  adjustment  system, 
but  as  prices  remained  stable  this  was  of  nominal  significance  until 
1955-56  when  a  renewal  of  price  increases  following  a  general  increase 
in  margins  and  the  beginnings  of  a  domestic  inflation  produced  a 
strong  demand  for  a  return  to  automatic  cost-of-living  adjustments. 
The  Court  rejected  this  demand  but  raised  the  basic  wage  by  4  per 
cent,  or  about  half  the  amount  necessary  to  offset  fully  the  loss  in  the 
real  basic  wage  since  the  automatic  system  was  discontinued.  In  the 
ten  years  ending  in  June  1955  the  general  level  of  hourly  male  real 
wage  rates  rose  by  25  per  cent.  But  this  rise  involved  an  increase  of 
163  per  cent  in  money  wage  rates. 

It  is  interesting  to  notice  (Table  II)  that  with  all  these  wage  and 
price  changes,  the  share  of  wages  and  salaries  in  national  income  has 
emerged  at  a  higher  figure  than  its  prewar  level.  Furthermore,  these 
figures  may  understate  somewhat  the  rise  in  the  share  of  wages, 
partly  because  the  1938-39  figure  was  abnormally  high  on  account 
of  a  depression  farm  income  resulting  from  a  severe  drought;  and 
partly  because  salaries  lagged  behind  wages  in  this  period.  Between 
1946-47  and  1950-51  labor’s  share  shows  a  downward  trend.  In  this 
period  the  rise  in  export  prices  improved  the  relative  position  of  the 
farmer.  This  is  reflected  in  the  rise  in  the  ratio  of  farmers’  income  to 
wages  and  salaries.  Wages  and  salaries  also  declined  in  relation  to 
nonfarm  profits  in  1950-51.  The  wool  boom  reduced  labor’s  share 
to  its  lowest  level  in  1950-51  but  the  sharp  rise  in  wages  and  the 
subsequent  fall  in  wool  prices  more  than  restored  labor’s  share. 

The  sharp  fall  in  the  ratio  of  nonfarm  profits  to  wages  and  salaries 
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from  the  peak  in  1950-51  to  1952-53  shows  the  effect  of  the  large 
increase  in  wages  which  continued  right  through  a  short  period  of 
recession  and  tight  market  conditions  in  1951-53.  The  ratio  rises 
somewhat  in  1953-55  following  the  recovery  and  comparative  stabil¬ 
ity  in  wages,  but  it  is  well  below  its  prewar  level,  suggesting  that  the 
higher  share  of  labor  has  been  at  the  expense  of  nonfarm  profits.  A 
more  detailed  analysis  of  these  figures  would  show  that  the  higher 
share  of  labor  in  the  postwar  period  has  been  largely  at  the  expense 
of  the  rent  and  interest  component  of  nonfarm  profits. 

TABLE  II 

Wages  and  Salaries,  Farmers’  Income,  Nonfarm  Profits,1 
and  National  Income 


Wages  and  Salaries  as 

Farmers’  Income  as  % 

Nonfarm  Profits  as  % 

%  of  National  Income 

of  Wages  and  Salaries 

of  Wages  and  Salaries 

1938-39 

56 

10 

62 

1939—40 

53 

19 

63 

1946-47 

56 

22 

53 

1947-48 

52 

38 

53 

1948-49 

54 

30 

52 

1949-50 

52 

37 

53 

1950-51 

48 

50 

57 

1951-52 

58 

23 

49 

1952-53 

57 

28 

47 

1953-54 

57 

24 

50 

1954-55 

58 

19 

52 

1955-56 

59 

16 

51 

Source:  Commonwealth  Bureau  of  Census  and  Statistics,  National  Income  and  Expenditure,  1955-66. 

1.  Company  income,  income  of  unincorporated  businesses,  professions,  etc.,  and  net  rent 
and  interest.  A  small  proportion  of  farm  profits  is  included  in  company  income. 


The  main  economic  factors  behind  these  wage  and  price  increases 
have  been  discussed  elsewhere.7  Here  it  will  be  sufficient  to  point 
out  a  few  facts,  some  of  which  are  confirmed  in  Table  III.  The 
Australian  economy  is  vulnerable  to  fluctuations  in  export  income, 
which  contributes  between  15  and  20  per  cent  of  Gross  National 
Product,  and  to  fluctuations  in  capital  imports.  Exports  are  highly 
specialized  in  primary  products  with  wool  alone  accounting  for  half, 
and  sometimes  more,  of  total  export  income.  Through  most  of  this 
period,  capital  formation  and  immigration  were  at  a  high  level. 
Unemployment  was  negligible,  except  for  the  short  period  of  recession, 

7.  J.  E.  Isaac,  “The  Claim  for  a  £10  Basic  Wage  in  Australia,”  International 
Labour  Review,  LXIII  (Feb.  1951),  149  and  idem,  “The  Basic  Wage  and  the 
Standard  Hours  Inquiry  in  Australia,”  op.  cit.  D.  C.  Rowan,  “The  Monetary 
Problems  of  a  Dependent  Economy,”  Banca  Nazionale  del  Lavoro,  Quarterly 
Review,  Dec.  1954.  R.  I.  Downing,  “The  Australian  Economy,  March  1956,” 
Economic  Record,  XXXII  (May  1956),  1. 
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1952-53,  following  the  Korean  boom.  Since  1952  a  chronic  balance- 
of-payments  deficit  seems  to  have  developed,  requiring  the  use  of 
import  restrictions.8  It  should  be  mentioned  also  that  in  the  crucial 
phases  of  inflation  the  government’s  economic  policy  was,  for  political 
reasons,  inadequate  to  the  task  with  which  it  was  confronted.9 

The  general  wage  movements  discussed  above  conceal  the  impact 
of  basic  wage  changes  on  the  wage  structure,  more  particularly  the 
relationship  between  skilled  and  unskilled  wage  rates.1  By  inter¬ 
national  standards,  percentage  differentials  for  skill  have  always 
been  on  the  low  side  in  Australia.2  Several  factors  may  have  been 
working  towards  small  differentials  but  not  least  among  them  has 
been  the  emphasis  of  unions,  supported  in  the  early  stages  of  wage- 
fixation  by  the  Court,  on  the  minimum  needs  of  the  unskilled  worker. 

In  1947-48  the  slight  compression  of  the  war  and  early  postwar 
period  was  eliminated  by  widespread  adjustment  in  margins.  How¬ 
ever,  as  was  pointed  out  above,  the  following  years  saw  a  substantial 
increase  in  the  basic  wage  component  both  through  a  real  increase 
and  cost-of-living  adjustments.  Some  idea  of  the  compression  may 
be  obtained  from  the  following  (Melbourne)  ratios  of  the  engineering 
fitter’s  margin  to  the  wage  rate  of  the  fitter’s  assistant: 


December  31 

Per  Cent 

1938 

23 

1944 

22 

1946 

20 

1947 

23 

1948 

20 

1953 

11 

1954 

20 

Source:  Commonwealth  Bureau  of  Census  and  Statistics,  Labour  Reports. 


By  1952  fresh  demands  were  being  made  by  the  unions  for  an 
increase  in  margins  in  order  to  restore  the  1947  relative  differentials, 
but  the  Court3  refused  to  make  any  adjustment  on  the  grounds  of  the 


8.  See  E.  Lundberg  and  M.  Hill,  “Australia’s  Long-Term  Balance  of  Pay¬ 
ments  Problems,”  Economic  Record,  XXXII  (May  1956),  28. 

^9-  See  Colin  Clark,  “The  Budget  and  the  Basic  Wage,”  Economic  Record, 
XXVI  (Dec.  1950),  179. 

1.  Because  of  the  centralized  system  of  wage-fixing  and  the  interdependence 
of  wage  rates  through  the  basic  wage  and  the  fitter’s  margin,  interregional  and 
mtermdustrial  differentials  have  generally  been  small  and  largely  reflect  relative 
job  requirements. 

2.  See  A.  G.  B.  Fisher,  “Education  and  Relative  Wage  Rates,”  International 
Labour  Review  XXV  (June  1932),  742;  idem,  “Changing  Wage  Structures,” 
International  Labour  Review,  LXXIII  (March  1956). 

v.  3j  ,More  strictly>  the  conciliation  commissioner  charged  with  the  settlement 
of  the  dispute  on  margins  in  the  metal  trades.  An  appeal  from  his  decision  later 
brought  the  matter  up  for  the  Court’s  consideration. 
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inflationary  situation.  And  it  was  not  until  December  1954  that 
margins  were  raised  to  correct  the  narrowed  differentials. 


Ill 

The  wage  rates  referred  to  above  are  mostly  award  rates,  and 
hence  minima.  The  question  arises  as  to  what  extent  actual  wage 
rates  departed  from  these  award  rates.  This  would  provide  some 
indication  of  the  degree  of  influence  exercised  by  the  Court  on  the 
prevailing  level  of  wage  rates.  The  available  statistics  do  not  permit 
a  precise  answer,  but  some  idea  may  be  obtained  from  a  comparison 
of  changes  in  average  weekly  wage  rates  and  average  weekly  earn¬ 
ings  (Table  IV).  The  latter  includes  salaries  (comprising  between 


TABLE  IV 


Weekly  Male 
Wage  Rates 
(All  Industries) 

Average  Weekly 
Earnings 
(All  Industries) 

Wage  Drift 

Wage-Drift 
as  %  of  Average 
Weekly  Earnings 

Annual  Percentage 

Annual  Percentage  Annual  Percentage  Increases 

Increases 

Increases 

Increases 

1946-47 

5.9 

3.7 

-2.9 

-80 

1947-48 

10.0 

12.2 

2.2 

18 

1948-49 

12.3 

13.6 

1.3 

10 

1949-50 

8.9 

9.7 

0.8 

9 

1950-51 

20.1 

20.1 

0 

0 

1951-52 

22.2 

23.1 

0.9 

4 

1952-53 

10.6 

9.6 

-1.0 

-10 

1953-54 

3.3 

4.8 

1.5 

31 

1954-55 

1.3 

4.4 

3.1 

70 

1955-56 

4.3 

6.6 

2.3 

35 

Source:  Commonwealth  Bureau  of  Census  and  Statistics, 

Labour  Report, 

and  Monthly  Review  of 

1  .^Wage*and  safary  earnings,  seasonally  adjusted,  average  earnings  per  male  unit 
(Male  units  represent  total  male  employment  plus  a  proportion  of  female  employment  based  on 
approximate  ratio  of  female  to  male  earnings.) 


10  and  15  per  cent  of  the  wage  and  salary  bill),  which  would  tend  to 
understate  the  rise  in  wage  earnings  because  salaries  tended  to  lag 
behind  wages  in  this  period.  However,  the  discrepancy  between  rates 
and  earnings  (commonly  referred  to  as  the  ‘wage-drift  )  in  this 
period  has  not  been  entirely  due  to  overaward  payments.  Variations 
in  overtime  work  (paid  usually  at  the  rate  of  time-and-half)  would 
produce  a  discrepancy  between  changes  in  rates  and  earnings.  The 
big  wage-drift  in  1947-48  and  1948-49  may  be  explained  partly  by  the 
large  increase  in  overtime  work  following  the  introduction  of  the 
40-hour  week.4  The  effect  of  the  1952  recession  on  overtime  work  is 

4.  “Guaranteed”  overtime  work  as  a  disguised  form  of  overaward  payment 
was  not  unknown  but  its  incidence  was  probably  small. 
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reflected  in  the  smaller  increase  in  earnings  as  compared  with  award 
rates.  The  same  factor  may  have  been  at  work  in  1946-47  following 
the  transition  from  war  to  peacetime  work. 

Overaward  payments  were  probably  most  marked  in  1954-55,  a 
year  in  which  award  rates  rose  by  only  1  per  cent.  In  the  interest  of 
price  stability  the  Court  had  abandoned  cost-of-living  adjustments 
in  1953  and  had  refused  the  unions’  claim  for  a  general  increase  in 
margins.  But  the  existence  of  excess  demand  in  the  face  of  labor 
dissatisfaction  with  the  wage  structure  and  the  rise  in  the  cost  of 
living  defeated  the  Court’s  objective  for  price  stability. 

Nevertheless,  for  most  of  this  period  the  relative  extent  of  over¬ 
award  payments  was  not  so  great  as  it  appears  to  have  been  in  the 
United  Kingdom,  Sweden,  and  Norway.5  This  is  a  little  surprising 
at  first  sight,  considering  that  the  Australian  rates  were  mostly  award 
rates  imposed  on  the  parties  by  arbitration  tribunals,  and  not  rates 
agreed  to  under  collective  bargaining.  Part  of  the  explanation  may 
be  found  in  the  fact  that  until  the  end  of  1949  wage  rates  fixed  by 
tribunals  were  maxima  as  well  as  minima.6  There  were  penalties  for 
departing  from  award  rates  but  these  penalties  could  hardly  in  them¬ 
selves  account  for  the  smallness  of  overaward  payments,  although, 
of  course,  they  may  have  set  the  tone  of  restraint  in  the  market.  A 
more  important  explanation,  and  one  which  holds  after  1949,  is  that 
governmental  authorities  (employing  one-quarter  of  all  wage  and 
salary  earners)  and  most  large  firms  (employing  perhaps  another  one- 
quarter  of  the  labor  force)  are  not  in  the  habit  of  departing  from 
award  rates.  This  practice  would  in  itself  moderate  the  pressure  for 
overaward  payments  in  the  other  half  of  the  economy,  where  perhaps 
building  and  construction  was  the  most  flagrant  source  of  overaward 
payments. 

However,  these  explanations  do  not  adequately  account  for  the 
smallness  of  the  gap  between  actual  and  award  rates.  For  if  the 
Court  had  practiced  right  through  this  period  the  degree  of  wage 
restraint  required  to  maintain  price  stability,  it  would  be  very  surpris- 


u  5-T1G-  Penri^>  “Earnings  and  Wage  Rates,  1945-55,”  London  and  Cam¬ 
bridge  Bulletin,  No.  16,  in  The  Times  Review  of  Industry,  Dec.  1955.  H.  A. 
turner,  Wages:  Industry  Rates,  Workplace  Rates,  and  the  Wage-Drift,” 
Manchester  School,  XXIV  (May  1956),  95.  Nils  Killgren,  “Wage  Policy  in 

i  A?1’  J<'mancml  Tvmes  SurveV  °f  Sweden,  July  1956.  M.  W.  Leiserson,  op.  cit., 
p.  15U.  these  international  comparisons  must  not  be  pressed  too  far  but  they 
do  support  the  impression  that  the  wage-drift  for  whatever  reason  has  been 
milder  in  Australia  than  in  these  countries. 

6.  The  Court  relied  on  special  Defence  Powers  to  enforce  maximum  rates. 
However  by  1949,  with  the  war  some  years  behind,  reliance  on  these  powers 
was  of  dubious  legal  validity,  and  the  Court  removed  the  ceiling  on  its  awards. 
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ing  indeed  if  the  departure  from  award  rates  had  not  been  much 
greater.  It  would  appear,  therefore,  that  the  Court’s  minimum  wage 
rates  were  in  most  cases  high  enough  to  be  the  maximum  wage  rates 
which  employers  were  prepared  to  pay,  the  high  level  of  employment 
notwithstanding.  It  has  been  noted  that  with  the  more  conscious 
phase  of  wage  restraint  after  1953,  the  departure  from  award  rates 
appears  to  have  gathered  strength. 

What  the  course  of  wages  would  have  been  in  the  absence  of 
wage  determination  by  compulsory  arbitration  or  a  conscious  wage 
policy  is  impossible  to  say  with  complete  confidence.  However,  there 
are  grounds  for  believing  that  the  Court  may  have  accentuated  the 
rise  in  wages  beyond  the  levels  which  otherwise  would  have  prevailed. 
In  the  first  place,  the  decisions  of  the  Court  were  applied  on  a  nation¬ 
wide  basis  and  not  merely  in  areas  where  trade  union  power,  or  the 
market  situation,  or  a  low-wage-total-cost  ratio  would  probably  have 
secured  these  increases  regardless  of  wage  regulation. 

Second,  individual  employers  who  might  at  times  have  strongly 
resisted  the  particular  scale  of  wage  increases  have  tended  to  accept 
them  passively,  especially  when  effective  monetary  restraints  were 
absent,  because  the  national  scope  of  the  increases  leaves  the  relative 
positions  of  employers  unaltered. 

Third,  the  existence  of  sectors,  such  as  building  and  construction, 
in  which  workers  have  been  able  to  obtain  overaward  rates,  must  have 
built  up  pressure  in  the  rest  of  the  economy  for  wage  increases;  and 
these  in  turn  have  stimulated  demands  for  increases  in  the  overaward 
sectors  in  order  to  maintain  differentials.  This  mutual  interaction 
between  award  and  overaward  rates  may  have  tended  to  intensify 
wage  increases  especially  as  the  Court  has  been  influenced  by  evidence 
of  the  extent  of  overaward  payments.7 

IV 

The  unrestrained  character  of  Australian  wage  policy  raises  the 
question  of  the  function  of  wage  policy  under  full  employment. 
Wages,  being  a  significant  element  of  demand  and  costs,  have  an 
important  bearing  on  the  level  of  employment,  the  balance  of  pay¬ 
ments,  the  level  of  prices  and  the  allocation  of  resources.  But  the 
determination  of  wages  is  also  associated  with  a  particular  institu¬ 
tional  setting  and  may  be  strongly  influenced  by  notions  of  equity 
and  social  justice  in  the  distribution  of  income.  Ideally,  it  should  be 
the  object  of  wage  policy  to  strike  some  sort  of  a  balance  between  the 

7.  Cf.  H.  W.  Singer,  op.  at.,  p.  447,  and  H.  A.  Turner,  op.  cit.,  pp.  117  et  seq. 
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competing  claims  of  these  elements.  But  in  practice  circumstances 
may  arise  which  make  it  necessary  for  those  formulating  wage  policy 
to  give  primary  emphasis  to  some  aspects  of  wage  policy  to  the  neglect 
of  others. 

Australian  wage  policy  has  had  to  grapple  with  the  thorny  prob¬ 
lem  of  whether  it  is  to  be  used  mainly  to  meet  the  broad  national 
objectives  of  price  stability,  balance-of-payments  equilibrium,  eco¬ 
nomic  development,  etc.,  the  income  distributional  consequences 
being  more  or  less  incidental  and  subordinate  to  these  objectives. 
Or,  whether,  in  the  interest  of  industrial  peace  the  main  focus  of  wage 
policy  should  be  more  directly  on  the  income  distribution  question, 
wage  policy  acting,  if  necessary,  inconsistently  with  other  objectives.8 

The  Court  has  not  been  altogether  too  sure  of  itself  in  this 
regard.  It  seems  to  be  torn  between  narrowly  fulfilling  its  statutory 
function  of  maintaining  industrial  peace  on  the  one  hand,  and  on  the 
other,  acting  as  an  arm  of  economic  policy  —  dismembered  though 
it  be  from  the  main  body  of  economic  policy.  But  on  the  whole,  the 
Court  has  inclined  more  to  the  former,  with  the  inflationary  conse¬ 
quences  noted  above. 

Such  a  stand  is  not  only  reasonable  but  under  the  circumstances 
unavoidable  for  two  reasons.  First,  to  depart  from  the  equity 
standards  of  the  market  in  the  interest  of  general  economic  policy 
would  seriously  undermine  the  authority  of  the  Court  as  a  wage¬ 
fixing  institution.  For  even  if  a  wage  policy  is  not  entirely  acceptable 
to  the  parties,  it  will  be  suffered  more  readily  if  it  bears  certain  recog¬ 
nizable  imprints  of  equity.  Second,  the  small  contribution  which 
wage  policy  might  make  to  general  economic  objectives  can  be  realized 
only  if  it  is  an  integral  part  of  general  economic  policy.  The  signifi¬ 
cance  of  these  two  points  will  be  apparent  in  what  follows. 

First,  consider  the  problem  of  relative  wages.  The  need  for  a 
flexible  wage  structure,  especially  in  times  of  full  employment,  in 
order  to  promote  the  movement  of  labor  to  its  most  urgent  uses  has 
been  emphasized  by  a  number  of  writers.9  Such  a  policy  is  derived 
from  the  assumption  of  a  freely  working  economic  system  where  wage 


8.  The  distributional  question  looms  so  large  in  Australia  because  of  the 
existence  of  an  important  external  sector  whose  prices  and  profits  are  largely 
dependent  on  the  world  market.  Consequently,  changes  in  the  terms  of  trade 
and  the  general  wage  level  produce  significant  shifts  in  the  distribution  of  income 
between  wages  and  profits  in  this  sector. 

9-  A-  R  Lerner,  Economics  of  Employment,  p.  213.  E.  Lundberg  in 
R'  /urLvey  ('ed  )>  WaQes  Policy  Under  Full  Employment,  (London:  Hodge  1952) 

P';  8  J  R  ,  RhelPs  Brown  and  B.  C.  Roberts,  “Wage  Policy  in  Great  Britain,”’ 
Lloyds  Bank  Review,  Jan.  1952,  p.  29. 
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rates  are  determined  in  a  decentralized  manner  by  the  interaction 
of  supply  and  demand.  But  it  is  even  doubtful  whether  under  a 
decentralized  system  small  variations  in  relative  wage  rates  are  in 
practice  effective  in  reallocating  the  labor  force,  particularly  where 
geographical  mobility  is  involved;  and,  further,  there  is  impressive 
evidence  of  the  greater  importance  of  job  opportunities  in  distributing 
the  labor  force.1 

However,  the  more  centralized  the  system  of  wage  determination, 
the  more  impracticable  it  is  to  use  discriminatory  treatment  between 
industries  simply  to  promote  movement,  even  if  it  were  possible  to 
decide  upon  an  objective  basis  for  discrimination.  Consistency 
becomes  a  pressing  requirement  in  the  determination  of  wage  changes. 
The  formula  for  standardization  which  meets  the  equity  notions  of  the 
market  is  that  relative  wage  rates  should  be  based  on  relative  job 
contents,  regardless  of  the  industrial  attachment  of  the  jobs. 

Australian  tribunals  have  attempted  to  apply  the  equity  principle 
in  fixing  margins,  using  the  margin  of  the  engineering  fitter  as  a  yard¬ 
stick.  A  change  in  the  fitter’s  margin  usually  provides  a  justification 
for  a  general  change  in  margins  regardless  of  industrial  incidence. 
It  is  true  that  there  are  difficulties  in  applying  this  principle  over  the 
whole  range  of  industries,  especially  when  these  vary  considerably  in 
nature,  market  conditions,  and  location.  But  it  should  be  remembered 
that  tribunals  do  not,  as  a  rule,  have  to  construct  ab  initio  the  whole 
wage  structure  based  on  the  equity  principle  but  only  to  vary  wage 
rates  on  this  principle.  It  will  be  conceded  that  the  larger  the 
geographical  spread  of  the  work  force  and  the  greater  the  diversity 
in  industrial  conditions,  the  more  difficult  it  becomes  to  apply  this 
equity  principle  consistently,  and  indeed,  the  more  difficult  it  is  to 
formulate  a  national  wage  policy  at  all. 

But  in  small  countries  such  as  the  Netherlands,  the  Scandinavian 
countries,  Australia  and  New  Zealand,  the  concentration  of  the  work¬ 
ing  population,  especially  the  industrial  work  force,  not  only  makes 
the  equity  principle  workable,  but  is  also  a  necessary  expedient  for 
industrial  peace.  And  as  long  as  there  are  no  serious  structural  prob¬ 
lems,  such  as  a  depressed  industry  with  an  immobile  concentration 
of  labor,  there  is  a  good  economic  case,  under  conditions  of  full 
employment,  for  standardizing  wage  rates  on  the  basis  of  job  require¬ 
ments,  throwing  the  onus  for  labor  mobility  on  profit  differentials 
rather  than  on  interindustry  differentials.  The  closing  down  of 
marginal  firms  is  not  only  likely  to  promote  mobility  more  speedily, 

1.  L.  G.  Reynolds,  The  Structure  of  Labor  Markets,  p.  245. 


130 


QUARTERLY  JOURNAL  OF  ECONOMICS 


but  will  also  involve  an  economically  more  efficient  use  of  resources.2 

In  a  growing  economy  such  as  Australia,  where  economic  develop¬ 
ment  depends  on  the  construction  of  roads,  housing,  water  con¬ 
servation  facilities,  hydro-electric  power,  etc.,  it  might  appear  at  first 
sight  that  considerable  emphasis  should  be  given  to  the  wage  structure 
as  a  means  of  promoting  the  movement  of  labor  to  these  industries. 
However,  to  encourage  mobility  of  the  existing  work  force  to  these 
socially  less  attractive  industries  (because  of  their  distance  from  the 
urban  centers)  would  require  a  considerable  distortion  in  the  con¬ 
ventional  wage  relationships  between  industries.  This  is  a  situation 
which  would  not  be  tolerated  in  a  centralized  union  organization 
and  would  sooner  or  later  be  corrected  by  corresponding  increases  in 
the  rest  of  the  economy.  Some  “distortion”  in  relative  wage  rates 
did  in  fact  occur  in  the  form  of  overaward  payments  but  the  need  for 
any  serious  distortion  was  obviated  by  the  fact  that  economic  develop¬ 
ment  has  been  accompanied  by  immigration,  especially  from  countries 
with  a  lower  standard  of  living  or  with  high  unemployment,3  thus 
providing  a  less  discriminating  source  of  labor  to  the  less  attractive 
industries  and  locations. 

However,  a  difficulty  arises  in  connection  with  the  general  level 
of  margins  in  relation  to  the  basic  wage  —  or  broadly  speaking,  the 
general  premium  for  skill.  For  although  relative  job  requirements 
determine  the  value  of  margins,  the  general  premium  for  skill  may  be 
altered  as  a  result  of  changes  in  the  basic  wage  component.  In 
Australia,  as  in  other  countries,4  a  considerable  compression  in  the 
percentage  premium  for  skill  takes  place  in  periods  of  inflation 
because  of  the  practice  of  across-the-board  increases,  these  increases 
being  proportionate  to  the  basic  wage.  Furthermore,  the  real  value 
of  the  basic  wage  has  also  been  increased  over  time.  In  fact,  between 
1946  and  1951,  the  real  value  of  the  basic  wage  was  raised  by  20  per 
cent,  which  together  with  cost-of-living  adjustments  narrowed  per¬ 
centage  skill  differentials  considerably. 

The  traditional  emphasis  on  the  basic  wage  comes  from  a  concern 
tor  those  in  the  lowest  wage  bracket,  but  the  magnitude  of  cost-of- 
hving  adjustments  in  this  period  went  a  little  too  far  in  distorting  the 
conventional  differences  between  skilled  and  unskilled  wage  rates 
which,  as  we  have  noted,  have  generally  been  small  compared  with 


A*80. 0.  m2;  £z:r“eat  defense  the  equity  priMiple' 

4.  See  A.  G.  B.  Fisher,  op.  cit. 


THE  FUNCTION  OF  WAGE  POLICY 


131 


those  in  countries  in  a  similar  or  more  advanced  state  of  economic 
development.  Consequently,  by  1952  the  unions  were  demanding 
an  increase  in  margins. 

The  narrowing  of  skill  differentials  was  associated  with  a  shortage 
of  skilled  labor  in  many  spheres  of  economic  activity,  although  there 
is  no  evidence  of  any  causal  relationship.  The  shortage  may  more 
properly  be  explained  on  the  supply  side  by  the  impact  of  the  fall  in 
the  birthrate  in  the  thirties  on  the  current  supply  of  skill  potential5 
and  by  restrictive  apprenticeship  requirements;  and  on  the  demand 
side,  by  the  rapid  postwar  population  growth  and  industrialization. 
In  fact,  the  proportion  of  the  15-19  age  group  which  took  up  training 
in  the  various  skilled  trades  was  substantially  higher  than  in  the 
prewar  period  when  a  greater  premium  was  offered  for  skill.  It  is 
true,  of  course,  that  this  contrast  may  partly  be  accounted  for  by  the 
difference  in  the  level  of  demand.  But  it  is  doubtful  whether  a  higher 
premium  for  skill  in  the  postwar  period  would  of  itself  have  relieved 
the  shortage  of  skilled  labor.  The  greater  supply  of  skill  rests  more 
on  shortening  the  period  of  apprenticeship,  on  more  liberal  provision 
of  training  facilities,  and  in  the  longer  run,  on  drawing  on  the  larger 
numbers  of  those  born  in  the  forties. 

It  is  likely,  therefore,  that  the  sharp  contraction  in  differentials 
between  1947-54  did  little  more  than  eliminate  a  surplus,  a  payment 
which  was  not  necessary  to  induce  the  required  supply  of  skill,  but 
which  was  based  on  the  need  to  maintain  a  conventional  relationship. 
It  is  interesting  to  note  that  when  the  Court  finally  raised  the  general 
level  of  margins  in  1954,  it  did  so  not  to  relieve  the  shortage  of  skill 
(since  no  evidence  was  brought  to  relate  the  shortage  to  the  com¬ 
pressed  differentials)  but  in  accordance  with  the  “principles”  of 
wage  justice.”  It  did  not  completely  restore  the  prewar  relationship 
because  it  observed  a  tendency  operating  during  and  since  the  war  for 
narrower  differentials  to  prevail.6 

The  foregoing  serves  to  emphasize  that  the  main  function  of 

5.  The  percentage  of  the  15—19  age  group  in  the  total  population  fell  from 
9.13  in  1939  to  6.52  in  1952. 

6.  The  unions  demanded  a  restoration  of  the  1947  relationship  between 
skilled,  semiskilled,  and  unskilled.  But  the  Court,  taking  the  relationship  ruling 
in  1937  as  its  basis  for  adjustment,  was  able  to  justify  an  increase  in  the  margins 
of  the  skilled  only,  arguing  that  the  increase  in  semiskilled  margins  in  1947  was 
not  appropriate  even  though  it  had  been  made  by  mutual  approval  of  employers 
and  unions  and  confirmed  by  the  Chief  Conciliation  Commissioner.  It  is  difficult 
to  justify  the  1937  basis  either  economically,  since  a  large  measure  of  unemploy¬ 
ment  prevailed  in  the  prewar  period;  or  socially,  since  the  1947  relationship  had 
proved  acceptable  to  both  sides.  The  basic  cause  of  the  long  strike  on  the  water¬ 
front  in  January  1956  was  the  Court’s  insistence  on  applying  the  1937  relationship 
to  this  industry. 
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relative  wage  adjustment  in  Australia  has  been  to  distribute  the  wage 
bill  on  the  basis  of  equity  considerations,  rather  than  to  reallocate  the 
labor  force  or  to  provide  sufficient  incentives  for  an  adequate  supply 
of  skill.7  Such  a  policy  may  be  defended  on  the  grounds  of  industrial 
expediency  since  it  conforms  with  conventional  practice,  especially 
in  a  centralized  system  of  wage  determination;  and  on  economic 
grounds,  in  so  far  as  relative  wage  movements  are  not  the  only  or 
even  the  most  effective  means  of  producing  the  desired  allocation  of 
labor. 

The  consistency  with  which  the  Court  has  applied  income  distri¬ 
butional  considerations  to  the  relative  wage  problem  is  not  apparent 
in  its  handling  of  the  general  level  of  wages.  Since  1931  there  has 
been  a  marked  tendency  to  use  the  basic  wage  as  an  instrument  of 
general  economic  policy,  such  as  for  reducing  unemployment  (1931), 
containing  a  boom  (1937),  and  more  recently,  keeping  a  check  on 
inflation  by  wage  restraint.  Nevertheless,  in  all  cases  distributional 
considerations  have  played  a  part  of  varying  importance  in  the 
Court’s  decisions.  This  is  implicit  in  the  major  principle  which  the 
Court  has  adopted  since  1931  to  determine  changes  in  the  basic  wage: 
the  “capacity  to  pay  of  the  economy,”  which  turns  out  in  practice 
to  be  a  crude  version  of  keeping  the  general  wage  level  in  line  with 
productivity  changes,  though  not  specifically  for  purposes  of  price  sta¬ 
bility  but  more  to  maintain  the  conventional  distribution  of  income. 

The  emphasis  on  equity  in  the  wage-profit  relationship  is,  of 
course,  strongly  indicated  in  the  submissions  of  the  unions  and  the 
employers’  organizations.  When  one  has  sifted  through  all  the 
detailed  evidence  about  the  balance  of  payments,  employment,  prices, 
etc.,  the  outstanding  point  remains  the  level  of  profits.  The  fact  that 
a  high  level  of  profits  may  simply  be  a  reflection  of  an  inflationary 
pressure  is  hardly  relevant  to  unions  staking  a  claim  for  a  higher  share 
in  these  profits  before  a  tribunal  on  wages.  Nor  is  such  an  attitude 
indicative  of  social  irresponsibility.  On  the  contrary  the  union 
leaders  would  be  failing  in  their  duty  to  their  members  if  they  did  not 
press  a  claim  to  a  share  of  increased  profits.  The  employers’  repre¬ 
sentatives  find  it,  of  course,  expedient  in  such  circumstances  to  act 
as  the  guardians  of  the  public  interest,  and  to  oppose  a  general  wage 
increase  on  the  grounds  of  inflation.8 

What  is  the  Court  to  do  in  such  a  situation?  Consider  the 

J-  ThlS  iS  n0t  t0  deny  the  need  of  financial  incentives  for  the  supply  of  skill; 
but  these  incentives  were  more  than  covered  by  the  existing  margins  for  skill. 

8.  In  depression  the  parties  reverse  their  positions  —  the  employers  point¬ 
ing  to  reduced  profits  as  an  argument  for  a  reduction  in  the  wage  level,  and  the 
unions  arguing  that  a  wage  reduction  would  aggravate  the  depression. 
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1949-50  basic  wage  claim.  Export  income  was  rising  sharply  as  a 
result  of  exchange  depreciation  and  the  outbreak  of  the  Korean  War, 
stimulating  prices  and  profits  in  the  rest  of  the  economy.  The  share 
of  wages  was  falling.  (See  Table  II.)  Now  an  appropriate  rise  in 
the  real  basic  wage  with  subsequent  cost-of-living  adjustments  would 
clearly  produce  a  substantial  increase  in  prices.  But  this  was  the 
only  way  in  which  the  “distortion”  in  the  distribution  of  income 
could  be  corrected  through  wage  policy. 

The  Court  was  sharply  divided  on  what  should  be  done.  One 
side  felt  that  in  the  public  interest  the  Court  should  not  take  any 
action  which  would  add  to  inflation.  The  majority,  however,  reasoned 
that  the  job  of  the  Court  was  to  settle  a  dispute  concerning  the 
workers’  “share  in  prosperity.”  There  was  ample  evidence  that  the 
economy,  and  particularly  the  export  sector,  was  prosperous  and 
could  bear  the  burden  of  higher  costs.  “If  the  Court  refuses  to  make 
any  increase  in  the  awarded  basic  wage  because  of  the  inflationary 
effect  of  such  an  increase,  then  it  says  in  effect  that  there  is  no  real 
dispute  calling  for  settlement  by  the  Court  or  that  its  proper  settle¬ 
ment  in  the  interests  of  the  parties  is  to  refuse  the  claim  in  toto.  I 
cannot  conceive  either  course  having  any  relation  to  the  realities  of 
the  present  economic  and  industrial  relations.”9  The  general  problem 
of  inflation  was  a  matter  more  appropriate  for  government  action. 

By  any  economic  standard,  this  was  a  deplorably  clumsy  method 
of  redistributing  income,  particularly  as  the  export  boom  could  not 
be  expected  to  last  indefinitely.  By  the  time  export  prices  were 
beginning  to  fall,  the  wage  level  was  rising  faster  than  ever.  Never¬ 
theless,  the  action  of  the  Court  may  be  defended  on  several  grounds. 
First,  to  have  ignored  the  claim  for  a  higher  real  wage  in  the  interest 
of  price  stability  when  a  higher  level  of  national  productivity  had 
clearly  been  achieved  (it  is  true,  through  an  improvement  in  the 
terms  of  trade) ,  would  have  thrown  the  Court  into  disrepute  and  pos¬ 
sibly  disuse,  with  considerable  disruption  in  industrial  relations.  And 
after  all,  whatever  its  statutory  function,  any  tribunal  interposing 
between  unions  and  employers,  must  have  regard  to  the  impact  of 

its  decisions  on  industrial  peace. 

An  example  of  a  disregard  for  the  realities  of  the  situation  in 
deference  to  price  stability  is  shown  by  the  decision  of  the  Court  in 
1953  to  discontinue  a  time  honored  feature  of  Australian  wage-fixing, 
the  automatic  cost-of-living  adjustment  system.  So  long  as  prices 
remained  stable,  this  decision  produced  little  more  than  a  nominal 

9.  The  Basic  Wage  Enquiry,  1949-50,  Print  No.  A1467,  p.  112.  See  also 
Isaac,  “The  Claim  for  a  £10  Basic  Wage  in  Australia,”  op.  cit. 
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protest.  But  there  were  immediate  signs  that  this  decision  would 
lead  to  confusion.  The  state  tribunal  of  Queensland  decided  not  to 
follow  the  Court’s  ruling  on  this  issue.  And  as  a  political  gesture, 
the  Labor  government  of  Victoria  ordered  its  tribunal  to  continue 
with  automatic  adjustments.  But  when  prices  began  to  rise,  the 
clamor  for  a  return  to  cost-of-living  adjustment  grew  stronger.  The 
Labor  government  of  New  South  Wales,  submitting  to  strong  pres¬ 
sure,  legislated  for  a  restoration  of  automatic  adjustments  for  those 
working  under  state  awards.  In  the  three  most  important  states,  the 
tribunals  fell  out  of  line  with  the  Court  on  this  issue.  And  although 
the  tribunal  of  Western  Australia  has  formally  discarded  the  auto¬ 
matic  system,  it  has  made  a  cost-of-living  adjustment  in  advance  of 
the  Court.  Nevertheless,  the  Court  has  reaffirmed  its  intention  not 
to  return  to  the  automatic  system,  in  two  successive  judgments 
(May  1956  and  April  1957).  In  each  case,  however,  it  raised  the 
basic  wage  by  4  per  cent  to  offset  partly  the  rise  in  the  cost  of  living. 

As  long  as  prices  rise  and  there  is  a  lag  in  the  adjustment  of 
wages  to  prices,  this  juxtaposition  of  different  wage  principles  is 
bound  to  evoke  strong  protest  and  industrial  unrest.  And  it  will  be 
interesting  to  see  how  long  the  Court  will  ignore  strongly  rooted 
equity  notions  of  the  labor  market  on  the  matter  of  cost-of-living 
adjustments  in  favor  of  price  stability,  and  still  survive  the  challenge 
to  its  authority  from  the  state  tribunals.1 

A  second  justification  for  the  Court’s  action  in  disregarding  the 
inflationary  consequences  of  its  1950  basic  wage  increase  is  that  to 
have  ignored  the  claim  for  a  higher  basic  wage  would  not  have  ended 
the  inflation  or  stopped  wages  from  rising.  Sooner  or  later,  the  wage 
level  would  have  risen,  and  although  not  as  sharply,  certainly  more 
inequitably  because  those  employed  in  government  undertakings  and 
in  private  companies,  which  are  normally  committed  to  adhere  to 
the  awards  of  tribunals,  would  have  had  no  increases  at  all.  Clearly, 
a  policy  of  abstinence  would  have  contributed  a  little  to  price  stability 
but  quite  a  lot  to  industrial  unrest. 

Finally ,  a  positive  attack  on  inflation  could  only  have  come 
from  the  use  of  fiscal,  monetary,  and  other  measures  rather  than  from 
Court  has  no  control  of  these  instruments  and, 
indeed,  it  has  no  knowledge  of  how  the  government  proposes  to  use 


federal  PfCe  °f  cost-°fdiving  increases,  the  (non-Labor) 

with  a  view  to  !ed  a  conference  0f  the  state  governments  in  August  1956, 

Only  Victoria  (no  &  &  state®  concerned  to  abandon  the  automatic  system. 
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them.  It  cannot  assume  that  the  inflationary  pressure  and  the  cause 
of  the  dispute  —  the  higher  profits  —  will  be  tackled  by  the  govern¬ 
ment,  especially  when  signs  of  such  action  are  completely  absent. 
In  fact  there  are  grounds  for  believing  that  the  government  waited 
on  the  Court’s  judgment  before  taking  any  action  itself.  In  addition 
to  its  other  functions,  the  Court  apparently  serves  also  as  a  convenient 
scapegoat  for  government  action  and  inaction ! 

It  should  be  obvious  that  if  wage  policy  is  to  be  used  at  all  for 
general  economic  objectives  such  as  countering  inflation,  eliminat¬ 
ing  balance-of-payments  deficits,  etc.,  it  must  be  formulated  as  an 
integral  part  of  economic  policy.  On  its  own  it  is  likely  to  work  at 
cross  purposes  with  the  other  instruments  of  policy,  especially  if  the 
distribution  and  equity  demands  of  an  important  section  of  the 
economy  are  not  met  by  measures  other  than  wage  changes. 

The  contribution  of  wage  policy  to  general  economic  policy  must 
not  be  overrated.  Even  as  an  integrated  part  of  general  economic 
policy,  the  role  of  wage  policy  is  likely  to  be  a  minor  one.  It  can 
only  play  a  negative  part  in  maintaining  price  stability,  for  as  long 
as  excess  demand  exists,  overaward  payments  in  one  form  or  another 
will  operate  to  defeat  the  restraining  hand  of  wage  policy.  In  the 
allocation  of  labor,  it  has  been  argued  that  unless  there  are  serious 
structural  problems,  it  would  be  more  effective  to  rely  on  differential 
profit  margins  to  produce  the  desired  allocation  of  labor.  As  a  means 
of  promoting  recovery  from  depression,  wage  policy  is  of  dubious 
value.  And  as  a  means  of  correcting  balance-of-payments  disequilib¬ 
rium  by  lowering  the  internal/external  cost  ratio,  it  is  likely  to  be 
severely  limited  by  its  impact  on  the  distribution  of  income.  Con¬ 
sider,  for  example,  the  use  of  wage  deflation  as  a  method  of  promoting 
exports  and  reducing  imports.  Apart  from  the  income  effects  of  such 
a  policy,  (which  could  be  produced  equally  by  fiscal  policy),  the 
effect  on  the  balance  of  payments  of  the  reduction  in  wage  costs 
would  depend  on  the  elasticity  of  supply  of  exports  and  the  elasticity 
of  demand  for  imports.  Because  of  the  nature  of  Australian  exports 
and  imports,  it  would  appear  that  these  elasticities  are  very  small. 
Consequently,  a  large  reduction  in  wages  and  thus  a  large  redistribu¬ 
tion  of  income  from  wages  to  profits  in  the  relevant  sectors  would 
be  necessary  to  provide  the  necessary  adjustment  in  foreign  trade. 
The  social  and  political  implications  of  such  a  policy  would  be  suffi¬ 
ciently  important  for  alternative  methods  of  correcting  the  dis¬ 
equilibrium  in  the  balance  of  payments  to  be  used. 

Clearly,  the  burden  of  general  economic  policy  will  fall  only  to 
a  minor  extent  on  wage  policy.  And  even  the  income  distribution 
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impact  of  wage  policy,  which  we  have  suggested  is  the  major  con¬ 
sideration  for  the  Court,  is  likely  to  be  limited  in  the  long  run  by  the 
nature  of  the  other  policies  operating  concurrently  with  it.  For 
example,  the  squeeze  on  profits  of  a  higher  wage  level  would  be  lost 
if  monetary,  fiscal,  tariff,  and  other  measures  responded  freely  to 
the  higher  wages.  On  the  other  hand,  the  creation  of  a  hard  market 
environment2  by  deliberate  use  of  general  economic  policy  in  the  face 
of  rising  wage  rates  would  be  more  conducive  to  a  fall  in  profit 
margins,  or,  at  any  rate,  to  maintaining  real  wages  at  a  higher  level 
by  inducing  productivity  increases. 


V 


A  method  for  formulating  and  administering  national  wage  policy 
through  the  leadership  of  the  Court  has  developed  primarily  from 
the  need  felt  by  the  general  community  for  a  means  of  settling  indus¬ 
trial  disputes  and  promoting  industrial  peace;  and  from  a  desire  on 
the  part  of  the  unions  and  employers  for  uniformity  in  wage  move¬ 
ments  and  for  a  “just”  distribution  of  the  national  product. 

To  impose  upon  the  present  method  of  implementing  wage  policy 
broader  objectives  which  may  involve  a  departure  from  accepted 
notions  of  equity,  is  likely  to  strain  the  authority  of  the  Court  to  the 
breaking  point.  More  than  any  other  instrument  of  policy,  the  deter¬ 
mination  of  wages  by  the  government  or  a  statutory  authority  rests 
upon  its  acceptability  to  unions  and  employers.3 

Furthermore,  the  composition  of  the  Court,  its  lengthy  legal 
procedure,  and  most  importantly,  its  separation  from  those  formu¬ 
lating  general  economic  policy,  inevitably  restricts  the  Court  to  a 
more  limited  function.  The  Dutch4  and  Norwegian5  experiences 
clearly  emphasize  the  need  for  an  integration,  formally  or  informally, 


2.  See  E.  H.  Phelps  Brown,  “Long  Term  Movements  of  Real  Wages,”  in 
J.  T.  Dunlop  (ed.),  The  Theory  of  Wage  Determination  (Macmillan,  1957) 
chap. IV. 


3.  Cf.  Clark  Kerr,  “Governmental  Wage  Restraints:  Their  Limits  and  Uses 
in  a  Mobilized  Economy,”  American  Economic  Review,  XLII  (May  1952),  384: 
“The  public  members  on  a  wage  board  should  be  above  all  else  good  mediators 
and  the  ideal  mediator  cares  mostly  about  the  fact  of  an  acceptable  settlement. 
The  economist  qua  economist  is  apt  to  care  too  much  about  the  content  of  the 
settlement,  although  acceptability  is,  and  by  the  nature  of  the  situation  must  be, 
the  ultimate  reference.  The  general  public  should  look  to  the  public  members 
to  mediate  industrial  peace  and  to  the  President  and  Congress,  if  anywhere  to 
stabilize  the  economy.” 

4.  See  B.  Zoeteweij,  op.  cit. 

5.  J.  Inman,  “Postwar  Wage  Policy  in  Norway,”  Bulletin  of  the  Oxford 
University  Institute  of  Statistics,  Vol.  12  (July-Aug.  1950):  M.  W.  Leiserson 
op.  cit.,  p.  139;  W.  Galenson,  op.  cit.,  p.  161.  " 
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of  wage  policy  with  other  instruments  of  economic  policy,  if  it  is  to 
serve,  in  its  limited  way,  the  wider  objectives  of  social  and  economic 
policy. 

It  should  be  stressed  that  the  need  for  a  national  wage  policy  in 
Australia  does  not  arise  primarily  from  the  belief  that  wage  policy 
as  such  is  an  indispensable  part  of  general  economic  policy  or  of 
economic  “planning.”  Rather,  a  national  wage  policy  in  Australia 
is  an  institutional  necessity,  arising  from  the  development  of  central¬ 
ized  institutions  —  labor,  employers,  and  arbitration  —  and  key  wage 
rates  —  the  basic  wage  and  the  fitter’s  margin  —  which  have  not 
only  created  a  means  of  implementing  wage  policy  on  a  national 
scale,  but  also  a  continuing  need  for  such  a  policy.  Moreover,  on  key 
wage  matters  there  is  a  decided  preference  on  the  part  of  the  central 
representatives  of  labor  and  employers  for  the  arbitral  decision  of  a 
statutory  authority  as  against  the  resolution  of  such  matters  by  free 
collective  bargaining. 

Thus  the  relevant  question  for  Australia  is  not  whether  a  national 
wage  policy  is  desirable  or  not,  but  whether  it  should  be  implemented 
by  an  autonomous  tribunal  dissociated  from  the  major  instruments  of 
economic  policy,  balancing  on  a  tightrope  between  equity  and  indus¬ 
trial  peace  on  the  one  hand,  and  the  wider  objectives  of  national 
policy  on  the  other.  Or  whether  it  behooves  the  government  to  grasp 
the  nettle  and  bring  wage  policy  under'its  control. 

It  is  likely  that  the  intervention  of  government  directly  in  wage 
policy  would  be  acceptable,  at  any  rate  to  the  unions.  Government 
intervention  is  not  only  common  in  many  phases  of  economic  life  but 
it  is  for  many  an  article  of  faith.  There  is  no  strong  tradition  of  free 
collective  bargaining,  and,  moreover,  the  highly  centralized  union 
and  employers’  organizations  would  make  a  “triangular  bargaining 
unit  feasible. 

However,  under  the  present  constitutional  provisions,  the  federal 
government  has  no  powers  to  fix  wages  and  prices,  and  consequently, 
a  change  in  the  constitution  by  referendum  or  a  cession  of  these 
powers  by  the  states  would  be  necessary  to  provide  the  means  for  a 
unified  economic  policy.6  It  is  unlikely  that  anything  short  of  a  full- 
blooded  socialist  government  would  be  bold  enough  to  initiate  such 
a  move  and  be  dragged  into  the  political  difficulties  of  fixing  wages 
and  profits.  It  is  an  interesting  commentary  on  the  political  vola¬ 
tility  of  the  wage-profit  question  that  while  governments  freely  accept 
the  duty  of  varying  personal  incomes  through  taxation  and  social 

6  In  1945  a  referendum  proposed  by  a  Labor  government  for  wider  indus¬ 
trial  powers,  including  the  power  to  legislate  directly  on  wages,  was  defeated. 
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services,  they  nevertheless  shrink  from  the  task  of  fixing  incomes  more 
directly.  Instead,  this  task  is  delegated  to  an  independent  quasi¬ 
legislative  body  which  is  beyond  the  popular  vote  but  which  is 
necessarily  restricted  to  a  narrow  view  of  the  function  of  wage  policy.7 

This  situation  would  be  tolerable  if  the  limitations  of  such  a 
wage  policy  were  clearly  appreciated.  Experience  shows,  however, 
the  ease  with  which,  in  the  interest  of  political  expediency,  the  Court 
becomes  saddled  with  a  whole  host  of  jobs  most  of  which  it  is  not 
competent  to  perform  —  maintaining  full  employment  and  price 
stability,  adjusting  to  changes  in  the  terms  of  trade  and  the  balance 
of  payments,  promoting  a  balanced  economic  development,  and  also 
maintaining  industrial  peace.  When,  after  a  long  and  patient  inquiry 
the  Court  has  finally  pronounced  its  judgment,  fiscal,  monetary,  and 
other  instruments  of  policy,  limited  by  the  political  necessity  of  main¬ 
taining  high  employment,  are  then  brought  into  play  to  accommodate 
or  counteract  the  effects  of  the  wage  changes  ordered  by  the  Court. 
This  is  a  labor  standard8  with  a  vengeance. 

7.  The  present  (non-Labor)  federal  government  has  made  its  position  quite 
clear  recently.  “As  to  wages,  (the  Government’s)  view  is  that  they  should  be 
determined  by  independent  tribunals,  which  are  the  proper  bodies  to  assess  the 
issues,  weigh  the  facts,  and  apply  consistent  principles  of  justice  as  between 
wage-earners  and  employers.  It  also  believes  that  there  is  much  to  be  gained  from 
a  substantial  uniformity  throughout  Commonwealth  and  State  jurisdictions  in 
the  principles  and  practices  of  wage  determination.”  The  Federal  Treasurer’s 
Budget  Speech,  August  1956. 

8.  J.  R.  Hicks,  “The  Economic  Foundations  of  Wage  Policy,”  Economic 
Journal,  LXV  (Sept.  1955). 
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REGULATION 

By  Howard  W.  Nicholson 


I.  California  experience  illustrates  theoretical  and  practical  difficulties  of 
minimum  rate  regulation,  139.  —  II.  Description  of  California’s  system  of  con¬ 
trolling  minimum  rates  of  intrastate  carriers,  140.  —  III.  Analysis  of  the  effects 
of  this  policy,  144.  —  IV.  Some  fundamental  objections  to  comprehensive  systems 
of  minimum  rate  control,  148. 


I 


Growing  competition  in  transportation  during  the  twentieth 
century  has  exerted  downward  pressure  on  the  rate  structure.  This 
has  resulted  in  increasing  attention  to  problems  of  the  lower  limits 
of  rates.  Minimum  rate  regulation  has  become  a  topical  and  impor¬ 
tant  question.  Evidence  of  this  is  afforded  by  the  current  controversy 
over  policy  at  the  national  level.1 

Minimum  rate  regulation  raises  interesting  theoretical  as  well  as 
practical  questions,  questions  which  deserve  more  detailed  examina¬ 
tion  than  they  have  received.  Several  recent  articles  have  suggested 
that  comprehensive  minimum  rate  policies  be  devised  which  will 
base  rates  on  either  the  fully  allocated  or  marginal  costs  of  low  cost 
rail  and  highway  carriers.2  But  general  criticism  of  such  proposals 
may  be  raised.  Is  it  feasible  or  desirable  to  attempt  comprehensive 
minimum  rate  control  for  both  rail  and  highway  carriers?  If  compe¬ 
tition  forces  rates  downward,  is  it  not  possible  and  desirable  to  rely 
upon  the  operation  of  market  forces  to  regulate  the  lower  level  of 

rates? 

This  paper  deals  with  some  of  the  practical  and  theoretical 
problems  involved  in  minimum  rate  regulation.  It  includes  a  study 
of  an  ambitious  attempt  at  minimum  rate  regulation  by  one  of  the 
states.  For  more  than  twenty  years  California  has  controlled  mini¬ 
mum  rates  charged  by  intrastate  carriers.  California’s  experience 
demonstrates  the  fact  that  fundamental  problems  confront  those 


1.  Recent  recommendations  of  the  Presidential  Advisory  Committee  on 
Transport  Policy  and  Organization  have  emphasized  the  urgency  of  the  practical 
problem  of  developing  a  workable  minimum  rate  structure. 

2.  See  Tru  Jan  C.  Bigham,  “Regulation  of  Minimum  Rates  m  T^nsPorta- 
tion,”  this  Journal,  LXI  (Feb.  1947),  206-31 ;  also  George  f  -  Wilson  Effects  o 
Value-of-Service  Pricing  upon  Motor  Common  Carriers,  Journal  of  Political 
Economy,  LXIII  (Aug.  1955),  337-44. 
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who  would  attempt  to  frame  workable  minimum  rate  policies  for 
highway  carriers. 

The  following  discussion  contains  a  description  of  the  essential 
features  of  California’s  minimum  rate  policy  followed  by  an  account 
of  certain  problems  which  have  arisen  from  this  type  of  regulation. 
The  paper  concludes  with  an  analysis  of  the  reasons  for  the  types  of 
difficulties  which  have  been  encountered,  and  a  discussion  of  the 
merits  of  some  alternative  policies. 


II 

California’s  policy  seems  to  be  similar  to  those  advocated  by 
writers  who  have  stressed  the  merits  of  fully  allocated  costs  as  legal 
floors  to  rates.  Professor  Truman  C.  Bigham  has  advocated  that 
minimum  rate  policies  be  based  upon  fully  allocated  costs  with  high 
cost  carriers  given  limited  opportunity  to  meet  the  rates  of  their  low 
cost  rivals.  Recently  George  W.  Wilson  has  stressed  the  merits  of  a 
minimum  rate  policy  which  would  authorize  a  rate  structure  lying 
between  the  average  total  costs  of  motor  and  rail  carriers.  For  types 
of  traffic  in  which  motor  carrier  costs  wTere  lower  than  rail  costs  Wilson 
advocated  that  motor  carriers  be  authorized  to  reduce  rates  to  the 
computed  average  total  costs  of  the  highway  carriers  to  face  contract 
and  private  carrier  competition.3  The  California  system  of  con¬ 
trolling  minimum  rates  seems  to  correspond  to  the  policies  mentioned 
above  in  that  rate  floors  for  regulated  carriers  tend  to  be  based  upon 
the  costs  of  rail  or  highway  carriers  according  to  which  is  the  low 
cost  producer. 

Minimum  rate  regulation  in  California  was  adopted  in  the  1930’s 
as  a  means  of  curbing  cutthroat  competition  between  trucking  firms 
and  railroads.  Statutory  changes  in  1935,  subsequent  decisions  by 
the  Public  Utilities  Commission,  and  supplementary  legislation  in 
later  years  led  to  the  development  of  a  regulatory  policy  under  which 
for-hire  carriers  fell  into  four  classes  involving  two  broad  categories. 
The  four  classes  consist  of:  (1)  Common  carriers,  both  rail  and  high¬ 
way,  which  operate  between  fixed  termini  and  over  regular  routes. 
(2)  Highway  common  carriers  whose  operations  are  not  between 
fixed  termini  or  over  regular  routes.  (3)  Intercity  contract  carriers. 
(4)  City  carriers,  both  common  and  contract.  Carriers  in  Class  1 
are  known  as  certificated  carriers.  Classes  2  to  4  are  known  as  per¬ 
mitted  carriers.  There  are  important  differences  in  conditions  of 
entry  and  mechanics  of  rate  regulation  for  these  two  broad  groups. 


3.  Ibid. 
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Certificated  carriers  are  regulated  under  the  Public  Utilities 
Act.4  A  certificate  of  convenience  and  necessity  is  required  before 
commencing  operations,  and  tariffs  containing  rates  must  be  pub¬ 
lished,  filed,  and  strictly  adhered  to.  Plates  may  not  be  increased 
without  a  showing  that  such  changes  are  justified.  Permitted  carriers 
are  regulated  under  the  Highway  Carrier’s  Act  and  the  City  Carriers 
Act.5  They  may  begin  operations  by  securing  a  permit  which  is 
issued  upon  the  carrier’s  securing  adequate  protection  against  liability 
as  provided  in  the  Acts.  While  required  to  observe  as  minimum 
whatever  minimum  rates  may  be  established  by  the  Commission, 
they  do  not  file  their  actual  rates  and  charges  with  the  Commission. 

Full  competition  in  meeting  the  rates  of  other  for-hire  carriers  is 
permitted  under  the  California  minimum  rate  policy.  In  various 
decisions  the  Commission  has  developed  the  following  principles 
concerning  this  point.  Rail  lines  and  trucks  may  meet  each  other’s 
rates.*  Highway  carriers  may  not  be  denied  the  right  to  meet  com¬ 
petitive  rail  rates  in  view  of  the  Highway  Carrier  s  Act,  Section  10, 
even  though  the  rates  may  not  be  compensatory.7  Rail  lines  are  not 
permitted  to  establish  rates  lower  than  the  minimum  rates  of  the 
highway  carriers  without  making  those  rates  the  applicable  minimum 
rates  of  the  highway  carriers.8  Authorization  for  highway  common 
carriers  to  file  rates  below  existing  minima  for  permitted  carriers 
applies  to  all  shippers  and  such  rates  upon  publication  in  the  highway 
common  carrier  tariff  are  available  for  adoption  by  permitted  carriers 
without  further  order  of  the  Commission.9 

To  equalize  competitive  conditions  and  prevent  excessive  rate 
cutting  the  Commission  decided  to  determine  which  was  the  rate¬ 
making  carrier  for  various  types  of  shipments.1  The  rate  structure 
includes  two  broad  categories,  class  rates  and  commodity  rates.  The 
truck  was  considered  by  the  Commission  to  be  the  rate-making 
carrier  for  class  rates  for  less-than-truckload  and  less-than-carload 
shipments.  Rafis  and  vessels  and  in  some  cases  trucks  were  held  to  be 
rate-making  carriers  for  class  and  commodity  rates  for  truckload  and 
carload  shipments. 


4.  The  Public  Utilities  Act  of  California  was  enacted  in  1911  and  became 
ffective  March  23,  1912.  It  is  now  incorporated  in  the  State  of  California  Public 

Jtilities  Code,  Statutes  1951,  Chapter  764  , 

5.  Enacted  as  the  Highway  Carriers  Act  (Statutes  193o,  Chapter  223)  an 
he  City  Carriers’  Act  (Statutes  1935,  Chapter  312)  and  subsequently  incorporated 
ito  the  State  of  California  Public  Utilities  Code  in  19ol. 

6.  Re  Petroleum  Products,  40  C.R.C.  221,  258. 

7.  Re  Canned  Goods,  41  C.R.C.  184,  194. 

8.  Minimum  Kata,,  44  C.R.C.  108  118.  (P.U.A_  to.  32d.) 

9.  Anbury  Transportation  Co.,  49  Cal.  267,  268. 

1.  Re  Trarisportation  Rates ,  41  C.R.C.  671,  o7b. 
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The  Commission  has  developed  the  following  principles  con¬ 
cerning  the  determination  of  minimum  rates:  Costs  of  transport  are 
an  important  element  in  establishing  minimum  rates,  for  generally 
rates  fixed  below  the  cost  level  will  burden  other  traffic  and  result 
in  poverty  to  carriers  engaged  in  transportation  at  such  rates;  and 
rates  fixed  much  above  the  cost  level  will  restrict  the  flow  of  traffic 
or  divert  tonnage  from  the  regulated  carriers  to  proprietary  trucks.2 
It  is  not  the  intent  to  hold  up  an  umbrella  or  deprive  the  public  of 
the  benefit  of  reduced  rates.3  Minimum  rates  should  not  be  designed 
to  protect  the  revenues  of  all  carriers.4  Minimum  rates  should  be 
related  closely  to  particular  services.6 

As  a  means  of  implementing  this  policy  the  Public  Utilities 
Commission  has  published  tariff's  containing  minimum  legal  rates 
for  permitted  carriers.  In  connection  with  the  establishment  of  these 
tariffs  careful  studies  have  been  made  by  the  engineers  of  the  Com¬ 
mission  staff  to  obtain  reliable  data  on  motor  carrier  costs. 

The  care  taken  by  Commission  engineers  in  determining  motor 
carrier  costs  is  probably  unsurpassed  by  any  regulatory  agency  in  the 
United  States.  Skill  and  thoroughness  have  been  shown  both  in  the 
collection  and  in  the  analysis  of  data.  The  data  collected  have 
included  not  only  information  supplied  by  trucking  firms  but  also 
the  results  of  time  and  performance  studies  made  by  Commission 
engineers  in  the  field.  The  technique  used  in  deriving  costs  is  capable 
of  a  high  degree  of  refinement  in  pinpointing  out-of-pocket  (or  direct) 
and  constant  (or  indirect)  costs  of  particular  types  of  trucking  service. 
Fully  allocated  costs  for  rate-making  purposes  are  determined  by 
applying  indirect  operating  costs  on  a  percentage  basis  to  direct 
operating  costs.6  Estimates  have  been  made  of  costs  incurred  by 
efficient  motor  carriers  for  a  variety  of  services  under  widely  different 
types  of  operating  conditions.  Cost  estimates  cover  cases  ranging 
from  truckload  shipments  of  specific  commodities  to  less-than-truck- 
load  shipments  of  general  commodities  in  operations  involving  pickup 
and  delivery  as  well  as  terminal  handling  and  line  haul  costs.  Studies 
have  been  made  of  the  costs  of  various  lengths  of  haul,  sizes  of  ship¬ 
ments  and  types  of  commodities.  In  addition  to  considering  general 


2.  Re  Minimum  Rates,  40  C.R.C.  837,  841. 

3.  Re  Alcoholic  Beverage  Rates,  43  C.R.C.  25,  37. 

4.  Re  Furniture  Rates,  42  C.R.C.  119,  129. 

rv,  .-.5'  P^tl°n  °-  Truck  0wners  Association  of  California  et  al. 

(Petition  17)  (July  20,  1954). 

Commission,  State  of  California,  Transportation  Depart- 
Vehtb  F  h  Division,  Report  on  the  Cost  of  Transporting  Property  by  Motor 
hide  Equipment  m  the  State  of  California  (Case  No.  4808),  Dec.  1,  1948. 


D  50297,  C  5432 
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commodities,  special  attention  has  been  given  to  the  costs  of  shipping 
livestock,  used  household  goods,  petroleum  and  petroleum  products 
in  tank  cars,  property  transported  in  dump  trucks,  fresh  fruits  and 
vegetables,  cement,  uncrated  furniture,  and  vehicles  transported  by 
truckaway  service.7 

For  classes  of  traffic  for  which  the  motor  truck  is  regarded  as  the 
rate-making  carrier,  rates  charged  by  all  regulated  carriers  have 
tended  to  gravitate  to  the  level  prescribed  as  minimum  rates  for 
permitted  carriers  in  the  Commission’s  tariffs.  Although  the  Com¬ 
mission  has  generally  taken  the  position  that  rail  rates  should  deter¬ 
mine  the  legal  minimum  for  carload  and  truckload  shipments,  so 
little  information  has  been  available  about  rail  costs  that  there  has 
been  a  tendency  to  base  class  rail  rates  for  carload  shipments  on 
truck  rates.8  To  the  extent  that  this  has  been  done,  truck  rates  have 
become  established  as  minima  for  rail  carload  as  well  as  for  less-than- 
carload  and  less-than-truckload  shipments  that  move  on  class  rates. 

The  bulk  of  rail  carload  traffic,  however,  moves  under  commodity 
rates.  These  are  generally  lower  than  class  rates  and  serve  as  legal 
rate  floors  for  both  carload  and  truckload  shipments! 

It  is  the  policy  of  the  Commission  that  requests  for  exemption 
from  minimum  rates  must  be  decided  in  accordance  with  the  facts 
in  each  case.9  The  general  rule  is  that  exemptions  are  granted  where 
it  is  shown  that  minimum  rates  which  have  been  established  are 
inappropriate  or  unsuitable  for  particular  traffic,  and  where  timely 
modification  of  the  rates  is  impracticable.1  The  exemption  of  carriers 
by  name  is  not  favored,  but  has  sometimes  been  permitted  as  a  matter 
of  expediency.2 

7.  Fifteen  separate  tariffs  naming  minimum  rates,  rules  and  regulations  for 
the  transportation  of  property  between  points  in  California  are  now  published  by 
the  California  Public  Utilities  Commission.  These  include  City  Carriers’  Tariffs 
Numbers  1-A,  2-A,  7;  Highway  Carriers’  Tariffs  Numbers  1-A,  9;  and  Minimum 
Rate  Tariffs  2,  3,  4- A,  5,  6,  7,  8,  10,  11-A,  12.  Minimum  Rate  Tariffs  3,  4-A,  6, 
7,  8,  10,  11-A  and  12  contain  rates  for  livestock,  used  household  goods  and  office 
fixtures]  petroleum  products,  property  transported  in  dump  trucks,  fresh  fruits 
and  vegetables,  cement,  uncrated  new  furniture  and  truckaway  service  respec¬ 
tively.  City  Carriers’  Tariffs  1-A,  2-A,  and  7  contain  rates  for  San  Francisco 
City  and  County,  Metropolitan  Oakland,  and  Metropolitan  San  Diego.  High¬ 
way  Carriers’  Tariffs  No.  1-A  and  9  contain  rates  for  Metropolitan  Oakland  and 
San  Diego,  and  Minimum  Rate  Tariff  Number  5  contains  rates  for  the  Los  Angeles 
Drayage  Area.  The  other  Minimum  Rate  Tariffs  contain  rates  for  state-wide 
shipments.  A  distance  table  containing  constructive  highway  mileages  is  used 
in  connection  with  these  tariffs. 

8.  See  the  testimony  of  Mr.  Meinhold,  representative  of  the  railroads  at  the 
Hearings  before  the  Public  Utilities  Commission  of  California,  Nov.  26,  1961  in 
San  Francisco.  Reporters  Transcript.  Case  4808  Commission,  Volume  U6- 

9.  H.  G.  Amen  and  F.  Helen  Amen  {Metro  Parcel  Service),  47  Cal.  P.U.C. 

1.  Ibid.  2.  Ibid. 
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III 

It  would  appear  that  California  has  developed  a  policy  whereby 
legal  minimum  rates  are  related  to  the  fully  allocated  costs  of  low 
cost  carriers  without  placing  any  restriction  on  price  competition 
between  carriers  as  long  as  their  rates  do  not  fall  below  legal  minima. 
More  detailed  examination  reveals,  however,  that  there  are  important 
discrepancies  between  fully  allocated  costs  and  minimum  rates. 

Discrepancies  between  fully  allocated  costs  and  the  minimum 
rates  which  highway  carriers  are  permitted  to  charge  for  particular 
services  are  neither  uncommon  nor  unimportant.3  On  the  contrary, 
they  are  often  the  intended  and  sometimes  the  inevitable  results  of 
the  state’s  policy. 

California  shippers  have  argued  before  the  Commission  that  cost 
differences  between  broad  classes  of  carriers  have  not  been  properly 
reflected  in  the  minimum  rate  structure.4  In  1951  shippers  com¬ 
plained  that  highway  contract  carriers  enjoyed  lower  operating  costs 
than  highway  common  carriers,  but  that  the  published  minimum 
rates  for  permitted  carriers  were  designed  to  return  “average”  costs 
for  all  carriers  including  the  common  carriers  (whose  rates  gravitate 
to  the  same  level  as  those  prescribed  for  permitted  carriers).  As  a 
result,  it  was  argued,  the  published  minimum  rates  must  be  excessive 
for  the  low  cost  carriers.5 

The  Commission  disagreed  with  these  arguments  holding  that 
the  shippers  did  not  appreciate  the  degree  of  refinement  of  the  Com¬ 
mission’s  cost  finding  techniques.6  Despite  the  extent  of  refinement 
of  the  cost  analysis,  however,  cost  estimates  made  for  the  purpose  of 
minimum  rate  regulation  for  large  numbers  of  carriers  must  represent 
an  average  figure  for  operators  operating  under  the  assumed  condi¬ 
tions.  Costs  of  individual  carriers  or  even  of  groups  of  carriers  may 
vary  more  or  less  consistently  above  or  below  the  Commission’s 
estimates. 

Apart  from  inflexibility  in  the  application  of  the  cost  formula  a 
second  reason  why  fully  allocated  motor  carrier  costs  and  legal 
minimum  rates  maj^  not  coincide  is  the  manner  in  which  published 
minimum  rates  are  derived  from  the  cost  estimates. 

Minimum  rate  tariffs  published  by  the  California  Public  Utilities 
Commission  are  not  simple  extensions  of  cost  formulas.  In  a  dis¬ 
cussion  of  the  factors  considered  in  rate  making  J.  A.  McCunniff 

3.  There  is  so  little  information  available  about  rail  costs  that  not  much  can 
be  said  about  the  relationship  between  rail  rates  and  fully  allocated  rail  costs. 

4.  See  Reporters  Transcript.  Case  4808  Commission  Vol.  116,  op.  cit. 

5.  Ibid. 

6.  Public  Utilities  Commission  Decision  46. 
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Senior  Rate  Analyst  for  the  Commission,  has  emphasized  that  under 
the  law  the  Commission  is  enjoined  to  take  into  account  not  only 
costs  of  producing  the  service  but  also  the  value  of  the  commodity 
transported  and  the  value  of  the  facility  reasonably  necessary  to 
perform  such  transportation  service.7  Furthermore,  this  mandate 
does  not  preclude  other  rate-making  factors.  Judgment  in  arriving 
at  published  minimum  rates  must  also  be  exercised  in  consideration 
of  what  the  traffic  will  bear,  in  assigning  commodities  to  classes  in  the 
selection  of  a  classification,  in  establishing  relationships  between 
classes,  and  in  establishing  weight  brackets.8 

The  use  of  judgment  in  dealing  with  the  above  mentioned  factors 
involves  a  weighing  of  value  of  service  considerations  as  well  as  an 
analysis  of  cost  factors  in  arriving  at  the  published  legal  minimum 
rates.  In  this  way  the  procedure  used  in  translating  costs  into  rates 
changes  the  rate-cost  relationship  by  explicitly  introducing  demand 
factors  into  rate  determination.9  Thus,  although  the  Public  Utilities 
Commission  has  taken  great  care  in  collecting  and  analyzing  data 
relating  to  the  costs  of  truck  shipments  for  use  as  a  basis  for  minimum 
rate  tariffs,  legal  rates  for  shipments  of  specific  commodities  by  truck 
not  infrequently  may  differ  from  estimates  of  the  fully  allocated  costs 
of  producing  the  service  in  question. 

Inflexibility  in  the  application  of  cost  formulas  and  the  use  of 
demand  in  addition  to  cost  factors  in  the  determination  of  rates 
explain  the  numerous  discrepancies  which  exist  between  legal  mini¬ 
mum  rates  and  fully  allocated  costs  of  producing  particular  services. 
In  addition,  however,  there  is  evidence  that  the  general  level  of 
minimum  rates  established  in  California  has  become  too  high. 

Minimum  rate  policies  result  in  levels  which  may  be  charac¬ 
terized  as  too  high  when  rates  tend  to  be  higher  than  necessary  to 
cover  the  average  total  unit  costs  of  efficient  carriers  capable  of  pro¬ 
viding  the  quality  of  service  desired  by  shippers.  Normally  rates  are 
considered  to  be  too  high  from  the  standpoint  of  consumers  of  trans¬ 
port  service.  From  the  standpoint  of  the  carrier  high  rates  are  not 
objectionable  assuming  that  each  carrier  is  able  to  sell  the  volume  of 
output  he  wishes  to  produce  at  these  rates.  But  if  this  assumption 


7.  J.  A.  McCunniff,  Study  of  Economic  Considerations  in  the  Establishment  of 
Minimum  Transportation  Rates  and  Related  Problems,  Vol.  1  (Public  Utilities 
Commission  of  California,  San  Francisco,  California  1949),  P-  55. 

8  Ibid.  Vols.  I  and  II.  See  especially  Part  2,  Vol.  I  and  Part  3,  Vol.  11. 

9  The  fact  that  the  evaluation  of  demand  factors  is  made  by  a  regulatory 
agency  rather  than  by  individual  carriers  or  bureaus  representing  carriers  may 
produce  results  which  are  not  consistent  with  the  interest  of  either  shippers  o 

carriers. 
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is  not  valid,  rates  may  be  too  high  from  the  carrier’s  standpoint  — 
i.e.,  if  they  price  the  carrier  out  of  the  market  or  otherwise  curtail  his 
sales  so  that  his  profits  are  reduced. 

Rates  may  be  too  low  from  the  producer’s  standpoint  if  they  fail 
to  cover  average  total  unit  costs  of  services  which  shippers  desire. 
Normally  rates  are  never  too  low  from  the  consumer’s  standpoint 
assuming  that  the  desired  quality  of  service  is  not  impaired  by  inabil¬ 
ity  of  producers  to  obtain  rates  sufficiently  high  to  cover  costs.1 

California  originally  adopted  a  comprehensive  minimum  rate 
policy  because  the  going  rates  of  carriers  threatened  to  become  too 
low.  Pressure  for  minimum  rate  regulation  was  exerted  by  producer 
interests  for  obvious  reasons,  but  evidence  existed  that  consumer 
interests  might  be  adversely  affected  by  rates  which  were  so  low  that 
the  quality  of  transportation  service  would  deteriorate.2 

Unhappily  the  minimum  rate  policy  adopted  as  a  remedy  seems 
to  have  resulted  in  making  rates  for  regulated  highway  carriers  too 
high.  This  seems  to  be  the  result  of  the  operation  of  forces  which  the 
Public  Utilities  Commission  has  not  been  able  to  control.3 

Costs  of  for-hire  highway  carriers  apparently  are  not  independent 
of  the  minimum  rates  they  are  permitted  to  charge.  Minimum  rate 
regulation  together  with  unrestricted  competition  between  for-hire 
and  nonregulated  carriers  seems  to  have  resulted  in  an  unstable  situa¬ 
tion  in  which  upward  pressure  is  exerted  on  for-hire  carrier  costs. 
This  pressure  is  aggravated  by  methods  of  determining  minimum  rates 
which  produce  rates  for  specific  services  that  are  higher  than  the  true 
minimum  cost  of  producing  that  service.4 


1.  In  view  of  the  importance  of  quality  characteristics  in  for-hire  trans¬ 
portation  service  the  possibility  that  cutthroat  competition  may  sacrifice  depend¬ 
ability  and  other  important  qualities  of  service  cannot  be  entirely  discounted. 
1  his  is  particularly  true  of  common  carriers  whose  obligations  to  shippers  under 
the  law  are  quite  extensive. 

2.  P.U  C.  Decision  No.  42646  of  March  22,  1949  in  Case  No.  4823  for  a 
review  and  discussion  of  the  antecedents  to  present  statutes  under  which  for-hire 
carriers  are  regulated. 

3.  Minimum  rates  established  for  permitted  carriers  have  come  to  be 

mum  aS  certificated  as  well  as  permitted  carriers.  Also,  mini¬ 

s'  costs  pubhshed  m  Commission  tariffs  include  a  “normal  profit”  as  an  element 

desivnRtprf  "  ^y  rate®  ^or  dipping  specific  commodities  between 

S  fr°m  the  !UlIy  all0Cated  or  true  ririmam  costs  of 

providing;  particular  shipping  services  have  been  referred  to  above.  Also  dis- 

made  toeaSdius7thn  ^  +C0St,S  may  arise  as  a  result  of  general  rate  increases 

Across  the^ boarder rateS  f0r  m,creases  111  C0Sts  during  periods  of  inflation. 

the  rte  strncmi  hnt^CreaSlS  Pr0V1^e  a  relatively  simple  method  of  adjusting 
tne  rate  structure,  but  they  often  tend  to  increase  the  number  of  cases  in  which 

rates  exceed  the  fully  allocated  costs  of  providing  particular  services 
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The  way  in  which  this  upward  pressure  is  exerted  on  carrier  costs 
may  be  described  in  the  following  manner:  Unregulated  carriers  tend 
to  be  attracted  into  the  shipment  of  commodities  for  which  legal 
minimum  rates  are  higher  than  costs.  Competition  by  unregulated 
carriers  thus  tends  to  erode  the  relatively  profitable  traffic  of  regu¬ 
lated  carriers,  and  profits  of  for-hire  carriers  tend  to  decline.  This 
may  be  accompanied  by  a  decline  in  traffic  volume  and  load  factors 
for  regulated  carriers  which  tends  to  increase  average  costs.  Both 
the  fall  in  profits  and  rising  costs  tend  to  lead  to  an  increase  in  the 
level  of  legal  minimum  rates.  Higher  minimum  rates  tend  to  attract 
more  permitted  carriers  (whose  entry  in  effect  is  not  subject  to 
restriction).  It  also  results  in  an  increased  tendency  for  the  erosion 
of  profitable  traffic  by  private  carriers.  This  tends  further  to  reduce 
profits  of  for-hire  carriers,  increase  costs,  etc. 

In  the  manner  described  above,  competition  coupled  with  mini¬ 
mum  rate  regulation  creates  rates  which  are  “too  high”  from  both  a 
shipper  and  carrier  standpoint.  Not  only  do  rates  tend  to  rise  above 
the  costs  of  shipment  by  efficient,  fully  employed  for-hire  carriers, 
but  also  the  increase  in  rates  tends  to  reduce  the  sales  of  for-hire 
carriers  and  to  cut  their  profits. 

The  Public  Utilities  Commission  of  California  has  recognized  the 
existence  of  these  difficulties  and  has  attempted  to  deal  with  these 
problems.  The  Commission  has  emphasized  the  principle  that  mini¬ 
mum  rates  should  be  related  closely  to  particular  services.  (See 
page  142  above.)6  Efforts  have  been  made  to  refine  cost  analysis 
and  to  increase  the  number  and  quality  of  minimum  rate  tariffs.8 
Minimum  rates  have  been  suspended  in  cases  where  they  were  caus¬ 
ing  a  diversion  of  traffic  to  proprietary  competition.7  Also,  the  Com¬ 
mission  has  advocated  (although  unsuccessfully)  that  effective  means 
of  limiting  the  entry  of  permitted  carriers  be  authorized  by  the  legis¬ 
lature.8 

Yet  despite  these  efforts  rates  still  tend  to  be  “too  high.”  Perhaps 
the  best  informed  criticism  of  the  results  of  California’s  experience 
with  minimum  rate  control  has  been  made  by  a  former  member  of  the 


The  California  Public  Utilities  Commission  has  often  resorted  to  across-the-board 
rate  increases  as  an  interim  means  of  raising  legal  minimum  rates  to  keep  pace 


D  50297,  C  5432 


with  rising  costs. 

5.  Petition  of  Truck  Owners  Association  of  California  et  at. 

(Petition  17)  (July  20,  1954). 

6.  Cf.  pages  142  and  143  above. 

7.  An  example  of  this  is  given  in  P.U.C.  Decision  No.  45337,  Application 
No.  31809,  Feb.  6,  1951,  in  which  the  Commission  authorized  less-than-minimum 

rates  for  certain  canned  goods  shipments.  _ 

8.  P.U.C.  Decision  No.  41470,  Case  4823,  April  13, 1948.  48  Cal.  P.U.C.  52. 
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California  Public  Utilities  Commission,  now  a  member  of  the  Inter¬ 
state  Commerce  Commission.  Mr.  Howard  Freas  has  observed  that 
California’s  policy  tended  to  eliminate  price  cutting,  but  the  result 
was  a  rate  structure  higher  than  it  would  have  been  under  free  compe¬ 
tition.  What  were  theoretically  minimum  rates  became  going  rates 
if  not  maximum  rates.  If  rates  were  set  on  a  true  minimum  level, 
they  were  inadequate  as  going  rates,  and  if  proper  as  going  rates  they 
exceeded  the  minimum  level  which  the  statute  contemplated.9 

IV 

The  conclusion  seems  warranted  that  minimum  rate  control  in 
California  has  not  been  successful.  But  it  is  not  immediately  evident 
why  the  policy  has  proved  to  be  inadequate.  The  reasons  deserve 
careful  examination  for  they  involve  fundamental  problems  of  mini¬ 
mum  rate  control. 

Analysis  of  the  reasons  for  the  failure  of  California’s  minimum 
rate  policy  should  begin  with  the  recognition  of  one  basic  point.  The 
cost  characteristics  of  highway  transport  rule  out  the  feasibility  of 
basing  minimum  rates  on  the  fully  allocated  costs  of  producing 
particular  services. 

This  statement  requires  explanation  for  it  seems  to  disregard 
important  facts.  Students  of  the  industry  have  concluded  that  high¬ 
way  transport  costs  are  almost  100  per  cent  variable.  Furthermore, 
it  is  well  known  that  the  cost  of  providing  particular  types  of  high¬ 
way  transport  service  are  relatively  easy  to  determine.  Indeed,  one 
of  the  most  striking  features  of  highway  transportation  is  the  extent 
to  which  specialization  has  occurred  in  this  field  to  minimize  the  costs 
of  providing  particular  services.  Trucks  are  typically  custom  built 
in  order  to  produce  more  efficient  transport  service  for  specific  com¬ 
modities.  So-called[  common  carriers  in  highway  transportation 
specialize  in  handling  particular  commodities.  Both  the  high  per¬ 
centage  of  variable  costs  in  trucking  and  the  degree  to  which  the  costs 
of  providing  particular  services  can  be  distinguished  would  make  it 
appear  that  it  is  not  unpractical  to  estimate  fully  allocated  costs 
of  producing  particular  services  and  to  establish  these  as  realistic 
minimum  rates. 

But  for  purposes  of  minimum  rate  regulation  one  cannot  ignore 
the  fact  that  highway  transport  service  is  produced  under  conditions 
of  joint  cost.  Back  hauls  and  time  jointness  characterize  the  supply 
of  highway  transportation  and  create  conditions  which  in  many  cases 

9.  Howard  Freas,  “Traffic  Rates,  Charges,  Tariffs  and  Costs,”  Interstate 
Commerce  Commission  Practitioners  Journal,  June  1955,  pp.  933-34. 
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make  it  illogical  and  impractical  to  arrive  at  definitive  estimates  of 
fully  allocated  costs.  It  is  well  known  that  under  competitive  condi¬ 
tions  the  only  sound  economic  rule  for  pricing  services  subject  to 
joint  costs  is  to  try  to  insure  that  total  revenue  from  the  sale  of  all 
services  covers  total  cost.  In  order  to  accomplish  this,  demand  as 
well  as  cost  factors  must  be  taken  into  account  in  order  to  determine 
the  correct  price. 

To  the  extent  that  highway  transport  services  are  produced  under 
conditions  of  joint  cost  it  is  therefore  impossible  to  establish  correct 
minimum  rates  by  pure  cost  analysis.  If  minimum  rates  disregard 
demand  factors,  regulated  carriers  may  be  prevented  from  fully 
exploiting  potential  business.  Threatened  by  unregulated  competi¬ 
tion,  regulated  carriers  may  lose  business  which  in  the  absence  of  rate 
regulation  they  might  readily  secure. 

Since  joint  cost  characterizes  the  production  of  highway  trans¬ 
port  service,  demand  as  well  as  cost  should  be  taken  into  considera¬ 
tion  in  determining  minimum  rates.  But  what  bearing  does  this  have 
on  the  difficulties  experienced  with  California’s  minimum  rate  policy? 
As  we  have  noted,  demand  as  well  as  cost  factors  are  taken  into 
account  in  the  determination  of  minimum  rate  tariffs.  What  is  the 
basic  flaw  in  California’s  system? 

The  answer  to  this  question  is  that  California’s  policy  lacks 
sufficient  flexibility  to  provide  a  workable  minimum  rate  structure. 
Despite  the  fact  that  careful  study  is  made  of  carriers’  costs,  that 
minimum  rates  are  derived  from  cost  data  only  after  consideration 
of  demand  factors,  and  that  provision  is  made  for  modification  of 
rates  which  cause  regulated  carriers  to  lose  traffic,  there  is  not  suffi¬ 
cient  flexibility  in  the  policy  to  eliminate  serious  disadvantages  to 
carriers  and  consumers  of  for-hire  carrier  service. 

Lack  of  sufficient  flexibility  is  not  due  to  administrative  failure. 
The  problem  is  deeper  than  that.  It  is  one  thing  for  a  firm  producing 
services  subject  to  joint  costs  to  arrive  at  correct  prices  —  prices 
which  reflect  both  cost  and  demand  factors.  It  is  quite  a  different 
thing  for  a  government  agency  to  attempt  to  carry  out  this  function 
for  thousands  of  firms  subject  to  its  jurisdiction  —  firms  confronted 
with  varying  demand  conditions  in  numerous  special  markets. 

Minimum  rates  for  specific  services  established  by  a  regulatory 
agency  for  highway  carriers  will  almost  invariably  differ  from  prices 
which  would  be  established  by  individual  carriers  free  to  set  rates 
according  to  market  conditions.  The  existence  of  unregulated  compe¬ 
tition  coupled  with  the  degree  to  which  costs  of  providing  particular 
types  of  highway  transport  may  be  distinguished  and  reduced  by 
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specialized  carriers  will  increase  the  practical  significance  of  errors 
made  by  regulatory  bodies  in  setting  minimum  rates  and  will  penalize 
carriers  subject  to  rate  controls.  The  only  system  that  will  insure 
sufficient  flexibility  to  enable  producers  of  services  subject  to  joint 
costs  to  establish  correct  prices  at  all  times  would  involve  the  aban¬ 
donment  of  minimum  rate  control. 

This  analysis  indicates  that  policies  designed  to  control  minimum 
rates  for  highway  carriers  prove  to  be  unsatisfactory,  first,  because  no 
logical  basis  exists  for  basing  rates  solely  on  costs  in  view  of  the  sig¬ 
nificance  of  joint  costs  and,  second,  because  of  the  inability  of  a  regu¬ 
latory  agency  to  establish  correct  rates  by  taking  demand  factors  into 
account.  This  seems  to  lead  to  the  conclusion  that  no  regulation 
of  minimum  rates  should  be  permitted. 

Unfortunately,  there  are  grounds  for  believing  that  serious  diffi¬ 
culties  may  arise  if  minimum  rate  controls  are  completely  abandoned. 
The  prevalence  of  joint  costs  creates  a  danger  that  unrestricted 
competition  may  cause  rates  to  tend  to  fall  below  remunerative  levels 
when  change  occurs  in  highway  travel. 

The  problem  arises  because  of  the  importance  of  back  hauls. 
Consider  a  carrier  that  ships  a  commodity  between  points  A  and  B. 
Whenever  this  transportation  service  is  produced,  as  a  by-product 
there  arises  a  supply  of  transportation  service  between  B  and  A  on 
the  return  haul.  The  rate  which  a  carrier  is  willing  to  accept  for 
hauling  commodities  from  B  to  A  may  be  very  low  for  it  will  be 
profitable  as  long  as  it  more  than  covers  the  one  way  out-of-pocket 
expenses  which  are  separable  from  the  variable  joint  expenses  incurred 
in  the  round-trip  movement  of  the  equipment.  Thus  for  a  carrier 
based  at  A  who  accepts  shipments  to  B  at  a  remunerative  rate,  there 
is  incentive  to  transport  shipments  from  B  to  A  at  a  rate  which  may 
be  lower  than  one-half  of  the  variable  costs  of  the  round  trip  between 
A  and  B.  If  there  is  only  one  carrier  there  is,  of  course,  no  likelihood 
that  the  sum  of  rates  for  services  produced  between  points  A  and  B 
will  fall  below  the  variable  costs  of  producing  the  service.  But 
assume  that  a  second  carrier  located  at  B  originates  traffic  to  A. 
Just  as  the  first  carrier  on  the  back  haul  from  B  to  A  might  find  it 
profitable  to  charge  rates  lower  than  one-half  of  the  variable  costs  of 
the  round  trip  from  A  to  B  so  a  carrier  located  at  and  originating 
traffic  at  B  may  be  tempted  to  charge  rates  on  his  back  haul  which 
are  lower  than  one-half  of  the  variable  costs  of  the  round  trip  from 
B  to  A. 

In  short,  the  competitive  floor  to  rates  from  B  to  A  consists  of 
the  relatively  small  added  expenses  incurred  by  the  back-haul  carrier 
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for  the  shipment  of  a  return  cargo,  while  the  floor  to  rates  from  A  to  B 
consists  of  the  relatively  small  added  expenses  incurred  by  the  back¬ 
haul  carrier  in  this  direction.  The  sum  of  these  rates  may  be  con¬ 
siderably  below  the  out-of-pocket  expenses  which  one  carrier  would 
incur  in  a  round  trip  operation  between  these  two  points.  Thus  the 
joint  cost  nature  of  the  highway  transport  service  which  is  produced 
by  the  back  haul  may  create  pressure  for  cutting  rates  below  variable 
costs  for  shipments  between  any  two  points. 

The  analysis  given  above  explains  how  rates  may  be  forced  below 
the  variable  costs  of  highway  carriers  between  given  points.  It  is 
true,  of  course,  that  round  trip  rates  which  total  less  than  out-of- 
pocket  costs  will  soon  force  carriers  to  curtail  operations  and  to  raise 
rates.  It  will  be  noted  that  our  original  assumption  was  that  the 
carrier  which  accepted  a  low  back-haul  rate  had  received  a  remunera¬ 
tive  rate  for  the  original  shipment.  Indeed  there  would  be  no  incen¬ 
tive  for  a  carrier  to  begin  a  round  trip  journey  if  he  could  not  expect 
a  return  sufficiently  high  to  cover  variable  costs. 

But  while  a  natural  corrective  for  unduly  low  rates  exists,  the 
danger  of  a  chronic  tendency  toward  cutthroat  competition  in  high¬ 
way  transport  cannot  be  completely  discounted.  The  creation  of  the 
back  haul  as  a  by-product  of  an  original  haul  means  that  whenever 
profitable  traffic  is  generated  between  given  points  surplus  capacity 
develops  in  the  opposite  direction.  This  surplus  capacity  overhangs 
the  market  and  tends  to  depress  rates  to  unremunerative  levels.  It  is 
not  easy  to  generalize  about  the  seriousness  of  this  factor.  Flexibility 
in  the  choice  of  routes  and  the  ease  with  which  firms  may  enter  the 
industry  may  aggravate  this  tendency  to  force  rates  too  low.  Previ¬ 
ous  experience  with  cutthroat  competition  in  highway  transport  sug¬ 
gests  that  unduly  low  rates  may  become  a  serious  problem  with 
resulting  disadvantages  to  consumers  as  well  as  to  carriers. 

If  this  is  so,  is  there  any  solution  to  the  problem  of  minimum 
rate  policy?1  May  we  not  conclude  that  for  all  of  its  defects  the  type 
of  system  developed  by  California  is  acceptable?  It  is,  of  course, 
easy  to  criticize  policy,  but  is  there  a  more  satisfactory  alternative? 

On  general  grounds  the  basic  principle  of  minimum  rate  regula¬ 
tion  in  California  cannot  be  defended.  California’s  experience  illus- 

1.  To  the  extent  that  competition  forces  rates  to  low  levels  an  obvious 
method  of  dealing  with  the  problem  is  to  attempt  to  control  competition.  Our 
analysis  is  confined  to  the  problem  of  minimum  rate  regulation  abstracting  from 
the  policy  of  attempting  to  control  competition  through  regulating  the  number  of 
carriers.  In  California,  of  course,  competition  from  unregulated  carriers  has 
characterized  the  industry  and  little  effective  control  has  been  exercised  over  the 
entry  of  permitted  carriers. 
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trates  the  fact  that  comprehensive  systems  of  minimum  rate  control 
tend  to  raise  rates  and  put  the  burden  of  proof  on  those  who  claim 
that  minimum  rates  are  too  high.  Despite  safeguards  designed  to 
prevent  cost  analysis  from  casting  rates  into  an  unreasonable  mold, 
despite  provisions  designed  to  lower  rates  when  they  prove  to  be 
excessive,  the  results  of  comprehensive  minimum  rate  laws  are  likely 
to  be  disappointing.  In  view  of  the  cost  conditions  in  highway 
transportation  mistakes  in  establishing  minimum  rates  cannot  be 
avoided,  and  the  basic  drawback  of  California’s  policy  is  that  these 
mistakes  are  not  easy  to  rectify,  resulting  in  disadvantages  for  both 
regulated  carriers  and  consumers. 

A  more  satisfactory  alternative  would  be  to  place  the  burden  of 
proof  on  those  who  would  claim  that  rates  are  too  low.  This  means 
that  policies  which  attempt  to  base  minimum  rates  on  general  for¬ 
mulas  should  be  replaced  by  a  policy  which  permits  rates  to  seek 
their  natural  level. 

The  danger  that  rates  may  tend  to  settle  at  levels  which  are  not 
remunerative  may  be  recognized  by  the  provision  that  more  or  less 
temporary  floors  to  rates  may  be  established  in  those  cases  where 
serious  problems  develop.  Periodic  review  of  these  cases  could  be 
made  which  would  result  in  discontinuance  of  rate  controls  unless  a 
clear  need  for  their  continuance  could  be  shown.  Such  a  policy  would 
not  eliminate  all  difficulties.  But  it  would  seem  to  be  more  con¬ 
sistent  both  with  the  general  interests  of  consumers  and  regulated 
carriers  that  the  burden  of  proof  be  placed  on  those  who  claim  that 
rates  are  too  low.  California’s  experience  is  a  lesson  that  the  pro¬ 
tection  that  should  be  provided  against  the  eventuality  of  excessively 
low  rates  should  not  be  of  such  a  type  that  it  produces  a  constant 
tendency  for  minimum  rates  to  become  too  high.2 

2.  Commissioner  Freas  has  advocated  a  policy  similar  to  that  which  is 
recommended  in  this  paragraph.  See  Howard  Freas,  op.  cit.,  pp.  933-34. 

Howard  W.  Nicholson. 
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nomic  Association,  Northwestern  University,  Evanston,  Illinois.  Send  for  information  booklet. 

Recruiting  Telephone  ideas  for  the  Future 


What  will  the  telephone  of  the  future  be  like?  Key  members  of  CPPD  discuss 
some  possible  models.  Will  they  work?  Are  they  marketable?  Will  they  stand  up? 


Bell  System’s  new  Customer  Products  Planning 
Division  has  the  fascinating  job  of  generating, 
screening  and  testing  new  ideas  for  ever-better 
telephone  equipment  and  service. 

Here  in  this  quiet  room  is  shaped 
an  important  part  of  the  future  of 
the  telephone. 

For  here  are  gathered  together  from 
many  sources  the  hundreds  of  new  en¬ 
gineering  and  styling  ideas  . .  .  even  the 
“screwball  notions”  .  . .  from  which  the 
telephone  of  tomorrow  will  be  devel¬ 
oped. 

Which  are  good?  Which  are  bad? 
It  is  the  responsibility  of  the  Customer 
Products  Planning  Division  to  find  out. 
And  to  select  for  development  and  pro¬ 
duction  those  items  that  people  really 
want. 


No  idea  seems  too  farfetched  for  care¬ 
ful  consideration  by  this  hard-headed 
but  hopeful  group. 

They  go  on  the  premise  that  even  a 
poor  idea  may  spark  a  good  one,  and 
that  you  never  know  how  good  an  idea 
is  until  you  try  it. 

So,  when  an  idea  looks  promising, 
working  models  are  developed  and  de¬ 
signed  by  the  Bell  Telephone  Labora¬ 
tories,  built  by  Western  Electric  Com¬ 
pany,  and  tried  out  in  homes  or  offices. 
Thus  no  bets  are  missed,  and  no  costly 
mistakes  are  made. 

This  is  just  one  reason  for  the  success 
of  Bell  System’s  program  of  research  for 
ever-better  telephone  service. 

Beil  Telephone  System 

Working  together  to  bring  people  together 
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ECONOMIC  DEVELOPMENT 

By  Charles  P.  Kindleberger,  Massachusetts  Institute  of  Technology.  McGraw- 
Hill  Economics  Handbook  Series.  325  pages,  $6.50 

A  senior-graduate  level  college  text  dealing  mainly  with  current  economic  development 
problems.  The  author  shows  how  the  various  development  theories  which  emphasize 
variables  are  interrelated.  Special  stress  is  given  to  questions  of  the  relation  of  market 
growth  and  the  money  mechanism  to  productivity,  and  to  the  international  aspects  of 
contrived  development. 

BUSINESS  CYCLES  AND  ECONOMIC  GROWTH 

By  James  S.  Duesenberrt,  Harvard  University.  McGraw-Hill  Economics 
Handbook  Series.  Ready  in  April 

This  timely  new  economics  text  offers  a  general  explanation  of  the  causes  of  income 
growth  and  fluctuation.  It  includes  a  thorough  explanation  of  income  movement  and 
its  components  with  a  simplified  description  of  economic  behavior.  The  theory  of 
income  movement  provides  a  basis  for  analysis  of  the  impact  of  structural  change  on 
the  movement  of  income.  Chapters  on  “Marginal  Investment  Efficiency”;  “Oligopoly 
and  Investment”;  and  “Wages  and  Labor  Supply”  are  included 


ECONOMICS:  An  Introductory  Analysis 

By  Paul  A.  Samuelson,  Massachusetts  Institute  of  Technology.  New  Fourth 
Edition.  Ready  in  March 

A  newly  revised  edition  of  this  famous  beginning  economics  text.  In  a  completely  new 
design  and  two-color  format,  it  places  greater  emphasis  on  inflation  and  monetary 
policy,  and  on  the  microeconomics  of  pricing.  The  author  concentrates  on  the  vital 
problems  of  inflation  and  depression;  family  and  national  income;  prices,  wages,  and 
profits;  and  conditions  leading  to  rapid  economic  progress  and  security.  Even  more 
difficult  material  seems  easier  in  this  well-written  text. 


LABOR 

By  Neil  W.  Chamberlain,  Director,  Program  in  Economic  Development  and 
Administration,  Ford  Foundation.  Ready  in  May 

Emphasis  throughout  this  outstanding  new  text  is  on  the  economic  effects  of  collective 
bargaining  Using  both  fact  and  theory,  it  builds  a  conception  of  the  total  role  of 
organized  labor  m  the  economy.  Its  main  concern  is  the  effects  of  unions  on  the  eco¬ 
nomic  activity  of  the  U  S.  The  book  has  two  general  parts:  an  analysis  of  thepeople 

have  hid  oVlll  ecVonoVmy.and’  “  eXammatl°n  °f  the  imPact  which  workers 
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McGRAW-HILL  BOOK  COMPANY,  INC. 

330  West  42nd  Street  New  York,  N.  Y. 


a  clear  and  effective  presentation 


MONEY 

AND 

BANKING 

by  Leland  J.  PRITCHARD,  University  of  Kansas 


A  careful  balance  of  theory  and  application,  this  new  text  intro¬ 
duces  students  in  both  business  and  liberal  arts  courses  to  the 
principal  aspects  of  bank  administration  and  to  the  “economics” 
of  money  and  banking.  By  treating  the  intermediary  financial 
institutions  concisely,  the  author  has  been  able  to  cover  more  fully 
the  commercial  and  reserve  banks  and  the  areas  of  theory  and 
international  finance.  Dr.  Pritchard’s  twenty-three  years  of  teach¬ 
ing  experience  provide  the  background  for  a  clear  and  penetrating 
examination  of  the  nature  and  origin  of  money;  the  relationship  of 
money  to  prices,  production  and  employment,  both  in  domestic  and 
in  the  international  spheres;  and  the  effects  of  governmental 
monetary  and  financial  policies  on  the  economy. 

A  Spring  Publication . 
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THE  WORLD'S  SUGAR 
Progress  and  Policy 

Vladimir  P.  Timoshenko  and  Boris  C-  Stverling.  A 
wide-ranging  study  of  the  evolution  of  the  inter¬ 
national  sugar  economy  which  emphasizes  the  inter¬ 
relationships  between  public  policy  and  economic 
development.  A  publication  of  the  Food  Research 
Institute,  Stanford  University.  $6.50 

THE  WORLD  FERTILIZER  ECONOMY 

Mirko  Lamer.  This  first  world-wide  study  of  the 
economics  of  commercial  fertilizers  is  both  a  com¬ 
prehensive  analysis  and  an  invaluable  reference.  A 
publication  of  the  Food  Research  Institute,  Stanford 
University.  $12.50 

THE  COMBINED  FOOD  BOARD 
A  Study  in  Wartime  International  Planning 

Eric  Roll.  An  account  of  the  origin,  growth,  influ¬ 
ence  and  demise  of  the  supreme  Allied  body  dealing 
with  international  production,  distribution,  and 
consumption  of  foodstuffs  during  the  years  1942- 
1946.  A  publication  of  the  Food  Research  Institute, 
Stanford  University.  $7.50 

THE  ECONOMY  OF  PAKISTAN 

J.  Russell  Andrus  and  Azizali  F.  Mohammed.  An 
authoritative  study  which  considers  all  aspects  of 
the  economy  of  Pakistan.  $8.50 

Stanford  University  Press 
Stanford,  California 
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Capital  in  Agriculture 

Its  Formation  and  Financing  since  1870 
By  Alvin  S.  Tostlebe 

This  book  measures  the  growth  of  physical  farm  capital  for  an 
80-year  span,  and  the  growth  of  all  financial  assets  used  in  farming 
since  1900.  It  relates  this  growth  to  the  farm  labor  force  and  to 
output,  and  indicates  the  principal  determinants  of  investment  and 
the  sources  of  financing  that  made  the  investments  possible.  Pub¬ 
lished  for  the  National  Bureau  of  Economic  Research. 

250  PAGES.  MAPS  AND  CHARTS.  $6.00 


Organized  Business  in  France 

By  Henry  W.  Ehrmann 

The  first  book  to  give  a  comprehensive  description  of  a  major  French 
pressure  group  —  the  employers’  trade  and  association  movement. 
Professor  Ehrmann  encompasses  a  dramatic  period  of  French  history 
from  1936  to  the  present,  when  organized  business  played  a  prominent 
role,  to  show  how  this  movement  operates,  how  its  policies  are  formed, 
and  how  its  influence  extends  to  the  heart  of  French  politics.  He 
examines  the  chances  for  economic  growth  in  mid-century  France  and 
analyzes  the  economic  and  social  concepts  of  organized  business  as 
expressed  in  policy  statements  and  in  daily  practice.  480  pages.  $7.50 


Financial  Intermediaries  in  the 
American  Economy  since  1900 

By  Raymond  W.  Goldsmith 

A  unique  treatment  of  the  growth  of  financial  institutions  since  the 
turn  of  the  century  and  of  their  role  in  the  American  economy.  The 
author  shows  the  increase  in  the  practice  of  entrusting  savings  to 
institutions,  measures  the  share  of  the  nation’s  assets  held  by  finan¬ 
cial  intermediaries,  and  discusses  the  implications  of  the  present  trend. 
Published  far  the  National  Bureau  of  Economic  Research. 

420  pages,  charts  and  tables.  $8.50 


Order  from  your  bookstore,  or 


Princeton  University  Press,  Princeton,  N.  J 


THE  INTERNATIONAL  ECONOMY,  &*«■» 

by  PAUL  T.  ELLSWORTH,  University  of  Wisconsin. 
Condensed  and  brought  thoroughly  up  to  date,  this 
complete  revision  of  an  outstanding  text  highlig  ts 
a  more  rigorous,  systematic  presentation  of  the 
theory  of  international  economics.  Spring  1958 

MANAGEMENT  PRINCIPLES  AND  PRACTICES 

by  DALTON  E.  McFARLAND,  Michigan  State  Uni¬ 
versity.  Drawing  upon  his  industrial  and  academic 
experience,  the  author  stresses  the  importance  of 
social  science  research  in  all  phases  of  management. 
Study  questions,  case  materials,  and  reference  guides 
supplement  the  text.  Spring  1958 

ESSENTIALS  OF  ACCOUNTING 

by  WILLIAM  A.  PATON  and  ROBERT  L.  DIXON, 
University  of  Michigan.  Providing  a  more  readable, 
teachable  treatment  of  accounting  fundamentals, 
this  up-to-date  volume  incorporates  new  material 
and  new  emphasis  on  the  management  point  of  view 
and  on  the  importance  of  cost  accounting.  May  1958 

INTERNATIONAL  ECONOMIC  PAPERS  No.  7 

This  is  the  new  seventh  volume  in  an  annual  series 
containing  translations  of  articles  of  world-wide 
economic  interest.  An  important  addition  to  the 
series,  this  collection  features  contributors  well- 
recognized  in  their  fields.  Spring  1958 

PROBABILITY,  STATISTICS  AND  TRUTH 

by  RICHARD  VON  MISES.  Revised  by  HILDA 
VpN  MISES.  The  new  English  translation  of  one 
of  the  internationally  outstanding  works  on  statis¬ 
tics,  this  is  an  important  analysis  of  the  quantita¬ 
tive  concept  of  probability  in  probability  theory. 

1957,  2 44  pages,  $5.00 

60  FIFTH  AVENUE,  NEW  YORK  11 
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A  LETTER  FROM  ADAM  SMITH 
By  Z.  Clark  Dickinson 

Correspondence  and  other  manuscripts  tending  to  illuminate 
Smith's  life,  thought,  and  activities  are  widely  scattered;  each  frag¬ 
ment  a  collector’s  item.  As  is  well  known,  the  great  philosopher- 
economist  caused  to  be  destroyed  many  of  his  unpublished  scripts; 
apparently  including  some  letters  he  had  received  and  preserved. 
As  to  his  outgoing  mail,  however,  there  was  probably  no  serious  loss 
due  to  his  mandate,  since  he  almost  never  retained  copies  of  letters 
sent.  And  he  was  not  addicted  to  letter- writing ;  so  that,  compared 
with  correspondence  of  some  other  notable  persons,  Smith’s  letters 
were  rather  few  and  short. 

His  principal  biographer  remarks,  apropos  a  note  from  Smith 
to  Lord  Shelburne,  that  it  was  “written  in  the  first  instance,  like  many 
others  of  Smith’s  extant  letters,  to  do  a  service  to  a  friend.”* 1  In  this 
instance  and  in  some  others  —  notably  as  to  Smith’s  relations  with 
Charles  Townshend  and  the  latter’s  stepson,  the  young  Duke  of 
Buccleuch  —  Rae  was  able  to  find  theretofore  unpublished  corre¬ 
spondence;  but  to  a  greater  extent  he  used  published  biographical 
materials,  such  as  letters  of  David  Hume. 

Only  a  year  later  than  the  appearance  of  Rae’s  biography  saw 
Cannan’s  publication,  with  editorial  matter,  of  a  newly-discovered 
script,  since  commonly  referred  to  as  Smith’s  Glasgow  Lectures  and 
still  believed  to  be  a  student’s  notes  indicating  an  early  stage  of  the 
development  of  Smith’s  economic  views.2 

1.  John  Rae,  Life  of  Adam  Smith  (London,  1895),  p.  235.  The  letter  there 
referred  to  was  dated  12  February,  1767;  Rae  found  it  among  Lansdowne  Mss., 
of  which  more  will  be  said  below. 

2.  The  title  page  and  another  specimen  page  of  this  manuscript,  now  in  the 
Glasgow  University  Library,  are  photographically  reproduced  on  pp.  388,  389 
of  William  R.  Scott,  Adam  Smith  as  Student  and  Professor  (Glasgow,  1937).  The 
handwriting  appears  to  be  that  of  a  professional  scribe,  as  is  not  inconsistent 
with  the  date  “MDCCLXVI”  on  the  title  page  —  some  two  years  after  Smith 
resigned  from  Glasgow. 
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Through  following  decades  other  Smithiana  have  been  turned  up, 
especially  by  the  sagacity,  energy,  and  devotion  of  William  Robert 
Scott  (1868-1940)  who,  when  he  published  the  magnificent  work  men¬ 
tioned  above  and  hereinafter,  was  Adam  Smith  Professor  of  Political 
Economy  at  Glasgow.  A  major  find,  in  the  Townshend  papers  of  the 
Buccleuch  family,  Scott  designated  “An  Early  Draft  of  Part  of  the 
Wealth  of  Nations  (c.  1763)”;  it  shows  numerous  parallels  with  the 
great  book  which  are  not  in  the  Glasgow  Lectures.  Scott  found  some 
other  materials  pertaining  to  Smith  among  the  Townshend-Buccleuch 
papers,  mostly  at  the  Dalkeith  House  seat;  one  group  was  used  in 
Scott’s  note  “Adam  Smith  at  Downing  Street,  1766-67.”3 

Scott’s  principal  resources  of  unpublished  manuscripts  were  at 
his  own  Glasgow  University,  many  of  them  in  the  Bannerman  papers, 
coming  from  Smith’s  kinsmen  descended  from  his  nephew-heir,  David 
Douglas,  later  Lord  Reston.  And  Scott’s  other  acknowledgments 
make  almost  a  “Who’s  Who”  of  scholarly  resources  on  Smith,  includ¬ 
ing  manuscripts  at  Moscow  and  Tokio  and  a  group  of  Smith  letters 
belonging  to  Professor  Jacob  Hollander. 

Some  years  ago  I  learned  that  the  William  L.  Clements  Library 
of  the  University  of  Michigan  had  come  into  possession  of  a  Smith  let¬ 
ter,  found  in  the  mass  of  Shelburne  papers  purchased  by  Mr.  Clements 
about  1920  in  the  course  of  his  shopping  for  rare  Americana.  Only 
very  recently,  through  a  note  in  the  “Downing  Street”  article  by 
Scott,  did  I  become  aware  that  the  Clements  Library  also  holds  a 
memorandum,  almost  certainly  composed  by  Adam  Smith  for  the 
North  administration,  endorsed  as  “Smith’s  Thoughts  on  the  Contest 
with  America;  Feby.  1778”  by  Smith’s  friend  Alexander  Wedderburn 
(1733-1805),  Solicitor-General  or  Attorney-General.4 

The  letter  of  Smith  referred  to  in  the  preceding  paragraph, 
almost  certainly  directed  to  Lord  Shelburne  and  written  a  little  less 

3.  Economic  History  Review,  Vol.  6  (Oct.  1935),  pp.  79-89.  This  episode  in 
Smith’s  life  shows  him  serving  Townshend  (Chancellor  of  the  Exchequer)  as 
brain-truster  on  a  projected  history  of  the  British  sinking  fund  (for  reducing 
national  debt).  Presumably  following  Townshend’s  death  in  1767,  Smith  seems 
to  have  removed  for  his  own  use  the  materials  he  had  worked  up;  but  a  few  were 
overlooked  and  remained  in  the  Townshend  papers. 

4.  See  note  by  G.  H.  Guttridge,  in  American  Historical  Review,  Vol.  38 
(July  1933),  pp.  714-20,  which  prints  the  whole  memorandum  and  cites  parallel 
“thoughts”  of  Smith  in  his  lengthy  section  on  colonies,  in  the  Wealth  of  Nations. 
The  memorandum,  in  the  hand  of  a  professional  copyist,  is  in  the  Clements 
Library’s  Wedderburn  papers.  (Wedderburn  became  Baron  Loughborough  in 
1780;  Earl  of  Rosslyn,  1801.)  Incidentally,  the  Clements  Library  also  has  a 
French  reprint  of  Smith’s  section  on  colonies  —  Fragmens  sur  les  Colonies  en 
G6n6ral,  et  sur  celles  des  Anglois  en  Particulier  (Lausanne:  chez  La  Societe  Typo- 
graphique,  1778). 


A  LETTER  FROM  ADAM  SMITH 


159 


than  a  year  later  than  his  note  to  the  same  personage,  cited  herein 
from  Rae’s  Life,  is  now  published  through  courtesy  of  the  William  L. 
Clements  Library . 

A  few  comments  will  clarify  some  parts  of  the  letter.  First, 
during  the  year  1766—67,  as  told  above,  Smith  collaborated  with 
Townshend  on  the  history  of  the  sinking  fund,  probably  beginning 
soon  after  his  return  with  the  Duke  from  France  in  November  1766. 
During  the  same  winter  he  also  did  some  research  for  Shelburne 
(with  whom  his  contacts  began  in  1759)  on  the  history  of  the  Roman 
colonies.6 

Especially  between  1763  and  Townshend’s  death  in  September 
1767,  this  statesman  and  Shelburne  were  prominent  political  antago¬ 
nists  with  reference  to  the  American  colonies;  Townshend  earning 
enmity  in  the  colonies  by  supporting  the  stamp  tax  and  other  finan¬ 
cial  measures;  Shelburne,  first  as  president  of  the  Board  of  Trade  and 
in  1766-67  as  Secretary  of  State  with  jurisdiction  over  these  colonies, 
proponent  of  a  lighter  rein  and,  eventually,  of  something  not  alto¬ 
gether  unlike  the  later  dominion-status  idea. 

From  Kirkaldy  on  7  June  1767  Smith  wrote  to  Hume  “to  recom¬ 
mend  .  .  .  the  Count  de  Sarsfield,  the  best  and  most  agreeable  friend 
I  had  in  France  .  .  .”6  Evidently  about  the  same  time  Smith  com¬ 
mended  the  Count  to  Shelburne,  either  orally  or  by  a  note  which 
has  not  come  to  light.7 

The  topic  other  than  Sarsfield  which  catches  our  eye  in  the  letter 
to  Shelburne  dated  27  January  1768  is  “a  change  ...  in  the  original 
contract  I  made  with  the  Duke  of  Buccleugh  [usual  spelling  at  that 
time]  ...”  Again  Rae  is  of  some  help,  notably  as  to  the  Duke’s 
marriage,  autumn  of  1767,  after  Townshend’s  death,  and  the  avuncu¬ 
lar  position  occupied  by  Adam  Smith  for  weeks  on  end  at  the  ducal 
seat,  Dalkeith  House.8  Smith  and  the  new  Duchess  were  fortunately 
thoroughly  congenial;  in  fact,  ten  years  later  she  joined  her  husband 

5.  See  his  letter  to  Shelburne  of  12  February  1767,  printed  in  Rae’s  Life , 
pp.  235,  236;  also  adjacent  pages  for  support  and  elaboration  of  some  points  in 
my  text. 

6.  This  letter  printed  in  Rae,  Life,  pp.  241,  242.  Adjoining  pages  give 
more  on  Sarsfield,  including  reference  to  John  Adams’  favorable  impression  of 
him;  his  association  with  Turgot,  etc. 

7.  My  colleague  Professor  Verner  W.  Crane  comments  here:  “The  Comte 
de  Sarsfield  reminded  Franklin,  soon  after  the  latter  arrived  in  France,  that  they 
had  met  in  England;  and  thereafter  saw  a  good  deal  of  him  during  his  diplomatic 
mission.  There  are  numerous  Sarsfield  letters  in  the  Franklin  papers,  American 
Philosophical  Society.”  As  indicated  further  below,  Shelburne  had  a  number  of 
associations  with  Franklin  and  other  philosophers,  British  and  French,  of  that 
period. 

8.  Life,  pp.  242  ff. 
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Kirkaldy  27  jan:  1768: 

My  Lord 

I  should  have  written  to  your  Lordship  a  long  time  ago,  to  thank  you  for 
the  very  great  kindness  which  you  was  so  good  as  to  shew  me  when  I  was  last 
at  London;  but  I  flattered  myself  that  your  Lordship  knew  me  too  well  to  need 
to  be  assured  of  my  sense  of  it  by  letter;  &  the  little  transactions  of  this  Country 
afford  nothing  that  can  furnish  any  amusement  to  your  Lordship.  I  now  write 
to  your  Lordship  to  thank  you  for  your  kindness  to  another  man,  I  mean  my  very 
worthy  &  excellent  friend  the  Count  de  Sarsfield.  He  writes  me  that  you  have 
been  excessively  good  to  him;  &  I  have  the  vanity,  which  perhaps  you  will  laugh 
at,  to  impute  some  part  of  the  kindness  which  you  have  shewn  to  him,  to  the 
regard  with  which  you  have  been  so  good  as  to  honor  me.  There  is  nothing  that 
your  ordship  could  Possibly  have  done  that  would  have  bound  me  more  effec- 
tua  y  to  you.  I  have  no  doubt  but  you  have  found  him  the  same  plain,  worthy, 
sensible  man  which  I  described  him  to  be. 
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Since  I  came  to  this  country  I  have  employed  myself  pretty  much  in  the 
manner  that  I  proposed.  I  have  not,  however,  made  all  the  Progress  that  I 
expected;  I  have  resolved,  therfor,  to  prolong  my. stay  here  till  November  next, 
perhaps,  till  after  the  Christmas  holidays  next  winter. 

When  your  Lordship  sees  Coll:  Clerk  I  beg  that  you  would  tell  him  that 
I  have  followed  his  advice  exactly  with  regard  to  a  change  which  he  proposed  I 
should  make  in  the  original  contract  I  made  with  the  Duke  of  Buccleugh.  I  am 
very  much  obliged  to  him  for  his  counsell  &  I  feel  the  good  effects  of  it  every  day. 
He  will  explain  this  to  your  Lordship  by  word  of  mouth  much  better  than  I  could 
by  a  long  letter  written  in  so  very  bad  a  hand. 

I  beg  to  be  remembered  in  the  most  respectful  manner  to  Lady  Shelburne 
&  that  your  Lordship  would  believe  me  to  be  with  the  highest  respect  &  esteem 
My  Lord  Your  Lordships  most  obliged 

&  devoted  Servant 

Adam  Smith 
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in  urging  upon  the  North  government  appointment  of  Smith  as 
Commissioner  of  Customs  at  Edinburgh.9  The  revision  of  terms  men¬ 
tioned  might  be  implied  by  Scott’s  finding  that  The  terms  of  his 
engagement  [to  be  the  young  Duke’s  companion]  were  more  favorable 
to  him  [Smith]  than  those  which  have  been  recorded.  It  appears 
from  one  of  his  receipts  at  Dalkeith  House  that  he  received  £500  a 
year  while  he  was  travelling  with  the  Duke  and  an  annuity  of  £300 
a  year.”1  Rae  had  said  “The  terms  were  a  salary  of  £300  a  year, 
with  travelling  expenses  while  abroad,  and  a  pension  of  £300  a  year 
for  life  afterwards.”2  Conceivably,  the  change  referred  to  by  Smith 
was  a  commutation  of  the  salary-and-expense-allowance  to  £500  a 
year  for  all  the  time  they  were  abroad. 

About  1780,  in  a  letter  relative  to  the  Danish  translation  of  his 
Wealth,  Smith  gave  one  of  the  various  testimonials  which  he  and 
the  Duke  wrote  as  to  their  continuing  mutual  high  regard.  .  .  By 
the  interest  of  the  Duke  of  Buccleugh,”  he  wrote  this  Danish  corre¬ 
spondent,  “I  was  appointed  to  my  present  [Commissioner  of  Customs] 
office ;  which,  though  it  requires  a  good  deal  of  attendance,  is  both  easy 
and  honourable,  and  for  my  way  of  living  sufficiently  beneficial. 
Upon  my  appointment  I  proposed  to  surrender  the  annuity  which 
had  been  settled  upon  me  by  the  Tutors  of  the  Duke  of  Buccleugh  .  .  . 
and  which  had  been  renewed  by  his  Grace  when  he  became  of  age,  .  .  . 
But  his  Grace  sent  me  word  .  .  .  that  though  I  had  considered  what 
was  fit  for  my  own  honour,  I  had  not  considered  what  was  fit  for  his, 
and  that  he  would  never  suffer  it  to  be  suspected  that  he  had  procured 
an  office  for  his  friend,  in  order  to  relieve  himself  ...  of  such  an 
annuity  .  .  (It  seems  likely  that  Wedderburn,  and  perhaps  other 
admirers  and  friends  of  Smith,  had  at  least  as  much  influence  toward 
his  Commissioner  appointment  as  had  the  Duke.) 

The  Buccleuchs  evidently  expressed  their  appreciation  and 
friendship  mainly  in  other  ways  than  letter-writing ;  and  it  is  pleasant 
to  read  the  little  note  from  the  Duke,  written  but  a  few  months  before 
Smith’s  death,  concluding:  “We  have  long  lived  in  friendship,  unin¬ 
terrupted  for  one  single  moment,  since  we  were  first  acquainted.”3 

From  these  Scottish  scenes  let  us  turn  to  the  Shelburne  family, 
in  relation  to  Adam  Smith.  The  “Lord  Shelburne”  referred  to  above 
was  William  Fitzmaurice  (1737-1805)  who  on  the  death  of  his  father 
John  (in  1761)  became  Earl  of  Shelburne;  and  in  1785  first  Marquess 

9.  Scott,  Adam  Smith  as  Student  and  Professor  p.  274 

1.  Ibid.,  p.  97. 

2.  Life,  p.  165. 

3.  These  two  letters  in  Scott,  Adam  Smith  as  Student  and  Professor,  pp. 

281,  282,  311. 
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(or  Marquis)  of  Lansdowne,  retaining  as  a  major  seat  his  estate  of 
Bowood  in  Wiltshire,  where  he  amassed  an  extensive  library  of  his¬ 
torical  manuscripts  in  addition  to  his  own  numerous  papers  produced 
by  a  lengthy  and  prominent  political  career.  He  was  a  great-grandson 
of  Sir  William  Petty,  succeeding  to  what  was  left  of  the  Petty  estates 
in  Ireland  and  England.4 5 

In  November  1758,  about  a  year  before  publication  of  the  Moral 
Sentiments,  Smith  learned  from  a  fellow-Scot  (Gilbert  Elliot)  of 
Smith’s  age  but  apparently  not  well  acquainted  with  him,  that  Elliot 
had  recommended  to  our  Lord  Shelburne-to-be  (then  William,  Lord 
Fitzmaurice)  that  William’s  younger  brother  Thomas  should  be  put 
in  Smith  s  care  as  a  student  at  Glasgow.  William  was  then  aged 
twenty-one  and  just  out  of  Oxford;  after  two  years  with  Smith, 
Thomas  also  went  to  Oxford  and  also  studied  under  Blackstone.  With 
Elliot’s  notification  there  began  the  friendly  association  of  Smith 
with  the  Shelburnes  of  which  the  tone  of  the  letter  of  27  January 
1768,  printed  above,  is  symptomatic.  Scott  has  found  and  printed 
much  of  the  correspondence  involved,  mostly  reports  of  Smith  to 
John,  Lord  Shelburne,  concerning  his  younger  son  Thomas.6 

“Our”  William  Fitzmaurice,  Earl  of  Shelburne,  rapidly  became 
a  power  in  British  politics.  When  aged  twenty-six  he  became  presi¬ 
dent  of  the  Board  of  Trade  (1763),  and  thus  began  his  immersion  in 
British  relations  with  the  American  colonies  which  proceeded  through 
service  as  a  Secretary  of  State  and  later  prime  minister  (1782).  Dur¬ 
ing  brief  periods  of  relative  inactivity  in  politics  he  cultivated  friend¬ 
ship  with  a  number  of  eighteenth  century  philosophers  —  including 
Franklin,  Bentham,  Hume,  Priestley  (Shelburne’s  librarian  at  Bowood 
for  some  years).  His  most  intimate  French  friend  over  many  years 
was  the  Abbe  Morellet,  whose  Letters  to  Lord  Shelburne  have  been 
edited  and  published  by  Edmond,  Lord  Fitzmaurice. 

I  have  told  above  that  some  written  communications  of  Smith 
to  Shelburne  are  extant;  and  doubtless  more  will  be  brought  to  light, 
especially  as  the  very  numerous  Shelburne-Lansdowne  papers  are 
worked  over  further.  Another  allusion  to  the  association  was  made 
by  Smith  in  a  note  written  to  the  Abbe  Morellet  in  May  1786.  “After 

4.  A  Life  of  him  (“with  extracts  from  his  papers  and  correspondence”)  was 
published  by  his  descendant,  Lord  Edmond  Fitzmaurice,  in  1875  and  1876; 
republished  in  two  volumes  with  some  revisions  1912. 

5.  Adam  Smith  as  Student  and  Professor,  pp.  239-54.  Scott  points  out  that 

Smith  was  also  meticulous  in  reporting  frequently  to  Townshend  concerning  the 
Duke;  and  some  passages  of  his  stepfather’s  letters  to  the  Duke  concerning 
Smith  and  advice  to  the  youth  are  given  by  Scott  in  the  “Smith  at  Downing 
Street”  article  —  see  above. 
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so  long  an  Interruption  of  our  correspondence,”  this  letter  began,  .“I 
should  have  been  afraid  to  put  you  in  mind  of  an  old  acquaintance, 
if  I  had  not  understood  from  our  most  valuable  friend  the  Marquis 
of  Lansdown,  that  you  still  did  me  the  honour  to  remember  me  with 
some  degree  of  kindness.”6 

But  why  are  written  communications  from  Shelburne  to  Smith 
so  scanty  —  if  any?  An  easy  hypothesis  is  that  they  were  destroyed 
along  with  other  Smith  papers;  yet  somehow  a  rather  lengthy  and 
very  interesting  letter  apropos  Thomas,  from  his  father  John,  Lord 
Shelburne,  survived.  “Our”  Lord  Shelburne  (William)  was  ready 
enough  to  write  lengthy  political  letters,  well  phrased  and  meaty; 
the  stout  volumes  of  the  Fitzmaurice  biography  are  half-filled  with 
some  of  them.  This  biography,  preoccupied  as  it  is  with  Shelburne- 
Lansdowne’s  parts  on  the  political  stage,  has  remarkably  little  to  say 
of  Adam  Smith;  yet  what  it  does  say  tends  to  bear  out  in  spirit  the 
tradition,  passed  along  by  Rae  from  Dugald  Stewart,  that  Shelburne 
said,  “I  owe  to  a  journey  I  made  with  Mr.  Smith  [apparently  in  1761, 
in  connection  with  putting  Thomas  Fitzmaurice  in  Smith’s  care]  .  .  . 
the  difference  between  light  and  darkness  through  the  best  part  of 
my  life.  The  novelty  of  his  principles,  added  to  my  youth  and 
prejudices,  made  me  unable  to  comprehend  them  at  the  time,  but 
he  urged  them  with  so  much  benevolence,  as  well  as  eloquence,  that 
they  took  a  certain  hold  which  ...  I  can  truly  say  has  constituted 
ever  since  the  happiness  of  my  life,  as  well  as  the  source  of  any  little 
consideration  I  may  have  enjoyed  in  it.” 

A  few  adverse  comments  by  Smith  on  political  activities  of 
Shelburne  are  recorded  or  implied.  Apparently  apropos  the  latter’s 
rather  youthful  entente  with  Lord  Bute,  Smith  had  written  something 
to  Hume  so  that  the  latter  responded  “I  see  you  are  much  incensed 

6.  Ibid.,  pp.  298,  299.  This  note  illustrates  further  Rae’s  generalization 
that  when  Smith  wrote  to  anyone,  it  was  likely  to  be  in  behalf  of  some  friend  — 
and  so  does  the  reply  to  him  from  the  Duke  in  1790  —  excerpt  quoted  above. 
Smith  also  condoles  the  Abb<$  “on  the  many  heavy  losses  which  the  Society, 
in  which  I  had  the  pleasure  of  seeing  you  about  twenty  years  ago,  have  sus¬ 
tained  through  the  death  of  so  many  of  its  greatest  ornaments,  of  Helvetius,  of 
Mr.  Turgot,  of  Mademoiselle  D’Espinasse,  of  Mr.  D’Alembert,  of  Mr.  Diderot . . .” 

The  letter,  and  Scott’s  footnotes,  contain  other  interesting  points,  e.g.,  that 
Smith’s  friend  here  commended  to  Morellet  was  Edinburgh  professor  John  Bruce, 
who  was  taking  abroad  Robert  Dundas,  “son,”  as  Smith  put  it,  “of  the  gentleman 
who  may  be  regarded  as  our  present  Minister  for  Scotland.”  This  father  was 
Henry  Dundas,  who  became  Viscount  Melville.  Scott  remarks,  in  line  with  a 
previous  parallel  observation,  “Adam  Smith  was  fortunate  in  his  relations  with 
the  two  most  influential  men  in  Scotland  during  the  eighteenth  century.  John, 
Duke  of  Argyle,  was  his  early  patron  and  he  enjoyed  the  friendship  of  Henry 
Dundas.” 
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with  that  nobleman  [Shelburne]  but  he  always  speaks  of  you  with 
regard.”7  And  in  1782  Smith  expressed  opposition  to  Shelburne’s 
assuming  the  premier  cabinet  post  instead  of  going  along  with  other 
Whigs  who  hoped  further  to  clip  the  King’s  wings.8  In  such  reactions 
Smith  seems  somewhat  naive  and  unappreciative  of  the  extent  to 
which  Shelburne  was  attempting  to  give  practical  effect  to  principles 
taught  by  Smith. 

Among  autobiographical  fragments  which  he  penned  in  his  latest 
years,  Shelburne  wrote  (1801)  “Professor  Adam  Smith’s  principles 
have  remained  unanswered  for  above  thirty  years,  and  yet  when  it 
is  attempted  to  act  upon  any  of  them,  what  a  clamour!”9  Another 
bit  of  writing  by  Shelburne  in  the  same  period  (1802)  to  his  long-time 
friend,  the  Abbe  Morellet,  remarked:  “I  have  not  changed  an  atom 
of  the  principles  I  first  imbibed  from  you  and  Adam  Smith.  They 
make  a  woeful  slow  progress,  but  I  cannot  look  upon  them  as  extinct; 
on  the  contrary  they  must  prevail  in  the  end  like  the  sea  .  .  .”1 

It  seems  entirely  probable  that  Smith  was  warmly  welcome  in 
Shelburne’s  household  on  the  few  occasions  when  it  was  convenient 
for  both  to  be  together.  Smith  maintained  some  contact  with  a 
London  literary  club,  which  included  Dr.  Johnson,  but  on  various 
accounts  he  tended  to  stay  in  Scotland,  where  probably  he  visited 
from  time  to  time  in  the  Buccleuch  household  at  Dalkeith  House. 

However  well  these  surmises  may  be  borne  out  by  other  discov¬ 
eries  and  researches,  the  letter  here  printed,  tends  to  confirm  other 
evidences  that  Smith  and  Shelburne,  whose  views  and  influences 
were  so  nearly  alike  on  so  many  matters,  had  personal  contacts  which 
were  warm  though  not  numerous. 

Z.  Clark  Dickinson. 

Univehsity  of  Michigan 

7.  Rae,  Life,  p.  162.  This  incident  was  in  1763. 

8.  Ibid.,  pp.  378,  379. 

9.  Lord  Fitzmaurice,  Life  of  William,  Earl  of  Shelburne,  Vol.  1,  pp.  18,  19. 
(2d  and  rev.  ed.,  1912.) 

1.  Ibid.,  Vol.  2,  pp.  430,  431.  Biographer  Fitzmaurice  remarks  and  quotes 
(p.  308)  on  Shelburne’s  “hatred  of  the  Scotch,”  expressed,  as  Fitzmaurice  says, 
“in  w'ords  almost  worthy  of  Dr.  Johnson  when  dictating  on  the  same  subject  .  .  .” 
Shelburne,  however,  like  Johnson  took  kindly  to  the  Scot  Boswell;  also  to  Hume; 
and  Richard  Oswald,  a  prominent  Scottish  businessman  who  had  been  introduced 
by  Smith  to  Shelburne,  became  the  latter’s  most  trusted  negotiator  with  American 
commissioners  in  1782.  (Ibid.,  Vol.  2,  p.  119.)  It  is  most  unlikely  that  the 
anti-Scot  prejudice  noted  by  his  biographer  cooled  Shelburne’s  warm  regard  for 
Smith. 


IS  THE  INCOME  OF  THE  “CADRES”  A  SPECIAL 
CLASS  OF  WAGES? 

(A  Study  in  the  Light  of  French  Experience) 

By  Jean  Marchal  and  Jacques  Lecaillon 
Translated  by  M.  Bronfenbrenner 

Introduction,  166.  —  I.  Distinctive  characteristics  of  the  “cadres,”  167. 
—  II.  Income  of  the  “cadres”  relative  to  other  wages,  171.  — III.  Causes  for 
the  autonomy  of  the  “cadres”  in  the  modern  French  economy,  178. 

At  the  present  time,  French  economists  use  the  word  “cadres” 
to  designate  a  category  of  salaried  employees.  This  usage  is  recent. 
In  the  1936  edition  of  the  Petit  Didionnaire  Larousse,  one  finds  the 
following  definitions  under  the  word  “cadre”: 

“A  frame  of  wood  or  bronze  surrounding  a  mirror  or  picture;  a  framework 
supporting  the  casing  of  a  well;  a  frame  placed  in  beehives;  a  frame  used  as  a 
suspended  berth.  Figuratively:  the  limits  enclosing  a  space;  the  space  itself;  a 
plan  of  a  work  of  the  mind;  a  group  of  petty  or  noncommissioned  officers  forming 
the  nucleus  of  a  military  body.” 

It  is  clearly  from  this  last  meaning  that  the  new  one  has  arisen. 
Let  us  therefore  add  at  once : 

“A  group  corresponding  to  the  noncommissioned  officers  of  a  body  of 
workers,  forming  its  nucleus  —  more  precisely,  a  group  of  salaried  ‘noncom¬ 
missioned  officers.’  ” 

So  far  as  we  know,  there  exists  no  corresponding  term  in  English 
or  German.  There  is,  of  course,  in  English  the  word  “management,” 
but  this  word  covers  only  the  higher  “cadres”  to  the  exclusion  of  the 
middle  grades.  Furthermore,  it  includes  entrepreneurs  who  are  not 
salaried  employees  at  all.  As  for  the  English  word  “professional,” 
it  denotes  specialists  who  are  as  likely  to  be  working  for  themselves 
as  for  others.1 

This  is  not  to  say  that  the  workers  designated  in  France  by  the 
term  “cadres”  have  no  equivalents  in  the  American,  British,  or  Ger¬ 
man  economies.  Such  workers  exist  without  doubt,  but  there  is  no 
word  to  designate  them  and  them  alone.  Neither  within  or  without 
the  group  we  call  “cadres”  has  anyone  paid  sufficient  attention  to  its 

1.  Translator’s  note:  Other  possible  English  equivalents  are  the  British 
“salaried  staff”  and  the  American  “middle  management.” 
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role  and  peculiarities  to  give  it  a  special  name.  For  several  years, 
however,  a  considerable  number  of  studies  have  been  published  in 
the  United  States  as  well  as  in  France,  stressing  the  importance  of 
“cadres”  in  production.  It  has  been  shown  that  a  shortage  of  “cadres” 
may  constitute  a  bottleneck  and  become  a  cause  of  unemployment 
for  ordinary  workers. 

But  nobody,  we  believe,  has  stressed  sufficiently  the  peculiarities 
presented  by  the  income  of  the  “cadres.”  It  is  conventional  in  every 
country  to  construct  the  theory  of  the  distribution  of  the  national 
income  along  the  traditional  lines  of  wages,  interest,  rent,  and  profit, 
without  setting  up  subdivisions  within  these  categories.  In  a  volume 
currently  in  press2  we  propose  to  discuss  this  question  and  to  show 
that  the  classical  categories  are  by  no  means  homogeneous.  It  is  in 
our  opinion  a  serious  error,  considering  the  structure  of  a  modern  econ¬ 
omy,  to  believe  that  the  profit  of  agricultural  entrepreneurs  is  of  the 
same  nature  (i.e.,  follows  the  same  principles)  as  the  profit  of  indus¬ 
trial  or  commercial  enterprises,  or  that  within  the  industrial  and 
commercial  sectors  the  profit  of  large  corporations  behaves  in  the 
same  way  as  the  profit  of  individual  proprietorships,  that  the  interest 
on  capital  lent  in  the  form  of  money  is  identical  with  the  return  on 
real  capital  goods,  or  finally,  that  all  the  remunerations  classified  as 
wages  are  similar  to  each  other. 

We  do  not  wish  to  treat  this  entire  question  here,  but  simply  to 
consider  one  important  point,  whether  the  income  of  the  “cadres” 
is  a  wage  like  other  wages,  or  whether  it  does  not  present  certain 
peculiarities  and  should  not  constitute  one  of  the  subcategories  which 
any  theory  concerned  with  realism  should  substitute  for  the  single 
category  of  wages. 

I 


What  are  the  distinctive  characteristics  of  the  “cadres”?  To 
answer,  we  may  consider  the  problem  successively  from  two  points 
of  view,  one  qualitative  and  the  other  quantitative.  That  is  to  say, 
after  defining  the  “cadres”  we  shall  attempt  an  estimate  of  their 

numbers  in  the  contemporary  French  economy. 

A.  By  what  traits  may  a  member  of  the  “cadres  be  recognized? 
Considering  the  question  from  strict  economic  analysis,  we  think  we 
can  identify  him  by  the  conjunction  of  two  elements.  He  is  a  seller 
of  labor,  i.e.,  a  workingman.  At  the  same  time,  the  labor  which  he 


2.  Jean  Marchal  and  Jacques  Lecaillon,  La  repartition  du  revenu  national, 
Premiere  Partie:  Les  participants,  tome  I:  “Les  salaries/’  tome  2:  Les  non¬ 
salaries”  (Paris:  Librairie  de  Medicis.  1957-58);  Seconde  Partie:  Les  Processus 

(in  preparation). 
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offers  for  sale  has  a  heightened  efficiency,  since  it  has  been  improved 
by  a  process  analogous  to  capitalization. 

a.  He  is  first  and  foremost  a  seller  of  labor.  He  is  an  individual 
who  rents  his  labor  to  the  head  of  an  enterprise  for  a  period  deter¬ 
mined  by  means  of  a  contractual  remuneration.  Of  course  it  may 
happen,  and  indeed  happens  more  frequently  the  higher  one  advances 
in  the  hierarchy,  that  there  is  combined  with  this  contractual  remu¬ 
neration  some  participation  in  the  profits  of  the  enterprise.  But  this 
participation  remains  secondary.  The  “ cadres ”  are  working  people. 
In  this  way  they  may  be  distinguished  not  only  from  proprietors  but 
also  from  attorneys,  physicians,  architects,  or  in  general  from  all  who 
practice  liberal  professions,  enter  into  contact  with  clients  directly, 
and  operate,  as  we  say,  “on  their  own  account.” 

h.  The  labor  offered  on  the  market  by  a  member  of  the  “cadres” 
has  a  heightened  efficiency.  The  reason  for  this  is  that  he  has  received 
a  general  and  technical  training  superior  to  those  received  by  most 
of  his  fellow-citizens.  As  a  result  he  is  able  to  fulfill  tasks  which 
ordinary  folk  cannot.  These  tasks  often  involve  a  share  in  the  man¬ 
agement,  or  at  least  put  him  into  contact  with  the  management. 

What  is  important,  we  must  emphasize,  is  not  the  degree  of 
training  in  itself  but  the  fact  that  this  training  is  superior  to  that  of 
most  citizens,  that  it  gives  to  the  “cadres”  particular  characteristics, 
that  it  makes  of  the  “cadres”  a  minority  group  within  the  working 
class. 

We  may  utilize  here  the  concept  of  roundabout  production  intro¬ 
duced  into  economic  science  by  Bohm-Bawerk.  Capitalistic  produc¬ 
tion,  in  his  view,  involves  a  detour  in  not  producing  directly  the  com¬ 
modities  we  desire  but  initially  the  tools  and  intermediate  products 
by  means  of  which  we  ultimately  obtain  in  larger  quantity  and  at 
lower  cost  the  consumption  goods  we  desire.  Capitalistic  production 
requires  time. 

The  member  of  the  “cadres,”  similarly,  is  an  individual  who 
instead  of  entering  the  labor  market  at  the  first  occasion  has  had  the 
opportunity,  by  reason  of  circumstances  to  which  we  shall  return 
later,  to  spend  more  time  and  to  take  a  detour.  He  has  acquired 
training  superior  to  that  of  others,  which  places  him  in  a  minority 
group.  When  he  finally  presents  himself  on  the  labor  market,  the 
labor  which  he  has  to  offer  is  simultaneously  of  better  quality  and  of 
greater  scarcity.  It  is  a  type  of  labor  which  in  the  same  way  as  an 
object  made  by  machinery,  contains  not  only  labor  pain  but  time 
(training  time)  greater  than  that  contained  in  the  labor  offered  by 
the  bulk  of  his  fellow-citizens. 
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Just  as  it  is  difficult  to  find  in  modern  civilization  examples  of 
noncapitalistic  production  (carried  on  without  tools),  so  that  we 
must  simply  contrast  highly  with  slightly  capitalistic  production,  we 
must  in  dealing  with  labor  be  content  with  a  distinction  between  that 
which  contains  much  time  and  that  which  contains  little.  At  the 
present  day,  with  the  progress  of  training,  labor  has  come  to  contain 
increasingly  more  time.  The  labor  of  a  member  of  the  “cadres”  may 
be  characterized  as  containing  more  time  than  the  labor  of  the  ordi¬ 
nary  worker  in  the  country  and  at  the  time  under  consideration.  In 
other  words,  the  “cadres”  are  distinguished  from  other  wage  earners 
not  by  any  absolute  level  of  training,  but  by  surpassing  the  norm  or 
average. 

Thus  an  investigation  carried  out  by  the  Institut  National 
d’Etudes  Demographiques3  shows  that  in  France  (1950),  of  the  wage- 
earning  group  68  per  cent  of  the  administrative  “cadres”  and  36  per 
cent  of  the  industrial  and  commercial  “cadres”  had  received  some 
higher  training,  as  against  only  6  per  cent  of  subordinate  function¬ 
aries,  2  per  cent  of  clerks,  and  no  manual  workers. 

If  we  compare  these  results  with  those  for  nohwage  earners,  we 
can  see  that  the  “cadres”  approximate  practitioners  of  the  liberal 
professions  and  also  businessmen  of  whom  63  per  cent  and  24  per 
cent  respectively  have  received  higher  training.  They  are  in  contrast 
with  retailers  and  artisans  and  with  working  farmers,  for  whom  the 
percentages  are  respectively  3  per  cent  and  2  per  cent. 

The  member  of  the  “cadres”  appears  therefore  as  a  wage  earner 
who  can  be  distinguished  from  others  by  training  superior  to  the 
average. 

Some  may  perhaps  object  that  we  underestimate  the  importance 
of  ability.  The  “cadres,”  they  may  say,  are  not  made  up  of  men 
with  superior  training,  but  of  those  with  superior  natural  aptitudes. 
In  support  of  their  position  they  will  point  out  that  some  individuals, 
thanks  to  their  gifts  or  to  favorable  circumstances,  attain  the  status 
of  membership  in  the  “cadres”  with  no  more  than  average  training, 
and  that  conversely,  others  who  have  received  such  training  may 
decline  to  the  rank  of  ordinary  wage  earner. 

But  the  economist  who  seeks  to  formulate  a  theory  must  deal 
with  the  average  or  typical  case  and  not  with  the  exceptions.  In 
general,  it  seems  clear  that  the  “cadres”  do  have  superior  aptitudes. 
But  this  is  not  sufficient  in  itself  for  an  individual  to  gain  such  status, 
at  least  in  most  cases.  He  must  in  addition  have  a  sufficiently  long 
and  adequate  training.  It  is  this  which  is  important. 

3.  Marcel  Brfeard,  “Mobility  sociale  et  dimension  de  la  famille,”  Popula¬ 
tion,  July-Sept.,  1950,  p.  553. 
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The  definition  at  which  we  have  arrived  leads  to  the  recognition 
of  two  sorts  of  “cadres”:  economic  “cadres”  in  the  strict  sense,  who 
exercise  their  functions  within  business  enterprises,  and  adminis¬ 
trative  “cadres”  whose  function  is  the  direction  of  state  enterprises. 
It  therefore  differs  from  the  definition  of  Jacquin4  who  limits  the 
term  to  the  economic  “cadres”  exclusively.  It  has,  however,  the 
advantage  of  covering  all  the  groups  enumerated  by  the  Institut 
National  de  la  Statistique  et  des  Etudes  Economiques  in  its  “Code 
des  Categories  professionelles”  (1951)  and  covering  no  others.5 

According  to  the  Institut  National  de  la  Statistique  et  des  Etudes 
Economiques,  the  following  should  be  included  in  the  “cadres”:  engi¬ 
neers  and  technical  directors;  salaried  persons  practicing  liberal  pro¬ 
fessions  —  doctors;  architects;  public  accountants;  professors;  magis¬ 
trates;  administrative  and  commercial  directors;  personnel  managers. 

On  the  other  hand,  all  nonsalaried  persons  should  be  excluded, 
and  among  the  salaried  employees:  those  in  subordinate  intellectual 
positions  (e.g.,  pharmaceutical  assistants)  or  in  subordinate  technical 
positions  (e.g.,  draftsmen,  bank  clerks,  shop  salesmen,  foremen,  super¬ 
visors,  and  all  manual  workers). 

It  would  thus  appear  that  even  though  the  “cadres”  exclude 
manual  workers,  they  should  not  be  confused  with  clerical  workers 
in  any  strict  sense,  nor  with  technicians,  nor  with  supervisors.  Clerks 
in  effect  merely  carry  out  orders.  Technicians  have  a  certain  com¬ 
petence,  but  it  is  minor,  being  limited  to  material  or  mechanical  oper¬ 
ations,  and  it  does  not  imply  authority  over  others.  Foremen  and 
supervisors  have  such  authority,  but  it  extends  only  to  clerks  and 
manual  workers,  and  rests  on  knowledge  acquired  by  experience. 
Their  administrative  functions  result  in  no  way  from  training  supe¬ 
rior  to  the  average. 

B.  From  the  quantitative  viewpoint,  how  large  are  the  “cadres” 
of  the  current  French  economy? 

An  employment  study  carried  out  in  February  1956  by  the 
Institut  National  de  la  Statistique  et  des  Etudes  Economiques  per¬ 
mits  us  to  answer  this  question.  As  of  that  date  and  according  to 
the  definitions  we  have  developed,  there  were  approximately  1,200,000 
members  of  “cadres”  of  middle  rank  and  600,000  members  of  “cadres” 
of  superior  rank,  or  a  total  of  1,800,000.  Within  the  membership  of 
“cadres”  of  superior  rank,  however,  were  included  practitioners  of 
the  liberal  professions. 

4.  Frangois  Jacquin,  Les  cadres  du  Vindustrie  etdu  commerce  en  France  (Paris: 
Librairie  Armand  Colin,  1955). 

5.  Marcel  Brichler,  “Classification  de  la  population,”  Journal  de  la  Society 
de  Statistique  de  Paris,  April-June,  1956,  p.'  130. 
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In  percentage  terms  there  is  wide  variance  as  between  sectors  of 
the  economy.  In  agriculture  the  percentage  is  very  small,  amount¬ 
ing  to  only  0.2  per  cent.  In  trade,  where  there  are  many  small  pro¬ 
prietorships,  it  is  still  only  6.0  per  cent.  In  manufacturing  industry 
it  rises  to  8.6  per  cent,  and  in  transportation  to  13.7  per  cent,  largely 
due  to  the  railroads  (Society  Nationale  des  Chemins  de  Fer  Francais). 
In  the  administrative  and  liberal  professions,  finally,  it  reaches  39.2 
per  cent,  but  we  should  remember  that  this  figure  includes  independ¬ 
ent  practitioners  of  the  professions. 

Relatively  to  the  nineteenth  century,  the  size  of  the  “cadres” 
has  increased  substantially.  Considering  only  the  “cadres”  of  com¬ 
merce  and  industry,  and  using  hypotheses  whose  approximate  charac¬ 
ter  he  stresses,  Bleton  has  tried  to  evaluate  the  importance  of  this 
group  at  the  middle  of  the  nineteenth  century.8  He  estimates  that 
their  membership  could  not  have  exceeded  120,000,  as  against 
780,000  at  the  present  time.  The  increase  is  therefore  one  of  600  per 
cent,  whereas  that  of  wage  earners  in  manufacturing  does  not  exceed 
60  per  cent.  Modem  production  is  carried  on  with  an  increasing 
proportion  of  “cadres.” 


II 

Does  the  income  of  the  “cadres”  present  any  peculiarities  rela¬ 
tive  to  other  wages,  i.e.,  to  other  incomes  paid  in  exchange  for  the 
sale  of  labor. 

Before  proceeding  to  a  quantitative  study,  it  may  be  desirable 
to  present  certain  qualitative  remarks: 

1.  The  remuneration  of  the  “cadres”  is  monthly,  while  the  wage 
of  most  workers  is  paid  at  the  end  of  each  week  and  is  a  function  of 
the  number  of  hours  of  work  furnished.  This  difference  is  not  with¬ 
out  interest.  Not  only  does  the  member  of  the  “cadres”  benefit  from 
a  longer  notice  in  case  of  dismissal,  but  he  has  paid  vacations  whereas 
other  workers  regretfully  observe  that  if  they  take  such  vacations, 
there  is  a  reduction  in  the  number  of  hours  which  they  work  and  for 
which  they  are  paid.  We  should  note,  however,  that  clerical  employ¬ 
ees  are  also  paid  by  the  month. 

2.  In  the  second  place,  there  is  often  added  to  the  contractual 
remuneration,  in  constituting  the  income  of  the  cadres,  some  par¬ 
ticipation  in  profits  and  also  some  payments  in  kind,  such  as  lodging, 
use  of  an  automobile,  etc.  These  elements  are  more  important  the 
higher  one  rises  in  the  hierarchy.  Nonexistent  in  the  public  sector, 

6.  P.  Bleton,  Les  hommes  des  temps  qui  viennent  (Paris:  Editions  ouvri&res, 
1956). 
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they  have  developed  above  all  in  the  private  sector  and  in  the  nation¬ 
alized  sector.  They  tend  to  tie  the  “cadres”  to  their  enterprises  and 
to  approximate  their  incomes  in  some  measure  to  profits.  However, 
should  these  elements  increase  to  the  point  of  becoming  more  impor¬ 
tant  than  the  contractual  remuneration,  we  should  no  longer  be  deal¬ 
ing  with  “cadres”  but  with  “executives.” 

3.  Finally,  the  income  of  the  “cadres,”  quite  different  from  the 
pay  of  workers  or  clerks,  is  considered  by  its  recipients  a  private 
matter  and  its  disclosure  is  most  distasteful  to  them.  This  is  doubt¬ 
less  connected  with  the  fact  that  this  income  varies  as  between  indi¬ 
viduals;  we  shall  return  to  this  point  later  on.  But  the  fact  itself  is 
certain  and  highly  significant.  It  demarcates  the  group,  and  tends 
in  some  sense  to  make  it  comparable  to  nonwage  earners  and  to 
oppose  it  to  other  wage  earners. 

Having  dealt  with  these  preliminary  considerations,  we  may 
consider  two  further  questions. 

A.  The  first  of  these  is:  at  what  level  (relative  to  other  wages) 
is  the  income  of  the  “cadres”  at  the  present  time? 

To  answer  this  question,  we  have  at  our  disposal  statistical 
.  information  of  high  quality  from  examination  of  the  statements 
called  “Etats  1024,”  by  which  the  heads  of  enterprises  make  known 
to  the  fiscal  authorities  the  amounts  of  wages  and  salaries  paid  by 
them.  These  statistics  have  only  one  drawback.  While  covering 
the  total  of  wage  and  salary  payments  in  the  private  and  nation¬ 
alized  sectors,  they  neglect  the  officials  in  the  public  service. 

Given  these  limitations,  it  would  appear  that  in  1952  the  mean 
net  annual  incomes  for  full-time  workers  were  approximately  as 
follows: 


Manual  workers  305,000  francs 

Clerical  workers  374,000 

“Cadres”  —  middle  rank  656,000 

“Cadres”  —  superior  rank  1,200,000 


One  is  struck  by  the  size  of  the  disparity.  On  the  base  of  100 
for  the  manual  workers,  we  may  calculate  indexes  of  disparity  in 
the  following  fashion : 


Manual  workers  100 

Clerical  workers  122 

“Cadres”  —  middle  rank  215 

“Cadres”  —  superior  rank  393 


Almost  the  entire  group  of  manual  workers  (97.0  per  cent)  and 
the  great  majority  of  the  clerical  workers  (85.7  per  cent)  receive  less 
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than  600,000  francs  per  year,  that  is  to  say,  less  than  50,000  francs 
per  month,  while  only  half  the  “cadres”  of  middle  rank  (46.0  per 
cent)  and  a  fifth  of  the  “cadres”  of  superior  rank  (20.0  per  cent) 
remain  below  this  figure. 

To  measure  the  dispersion  of  wages  within  these  diverse  groups 
we  may  construct  what  the  statisticians  call  Lorenz  or  Gini  curves, 
placing  on  the  abscissae  the  cumulative  percentages  of  wages  and  on 
the  ordinates  the  cumulative  percentages  of  recipients.  Examination 
of  these  curves  shows  that  the  dispersion  is  absolutely  identical  for 
manual  workers  and  for  “cadres”  of  middle  rank,  that  it  is  somewhat 
more  unequal  for  clerical  workers  and  much  more  so  for  “cadres”  of 
the  superior  rank. 

All  in  all,  considering  the  actual  facts,  the  salaries  of  “cadres” 
are  sharply  distinguishable  from  the  wages  of  manual,  or  the  salaries 
of  clerical  workers.  For  one  thing,  they  are  on  a  much  higher  level; 
for  another,  they  are  more  widely  dispersed;  the  category  is  less 
homogeneous,  at  least  as  concerns  amounts  disposable. 

B.  If  we  wish  to  proceed  beyond  the  present  state  of  affairs,  and 
consider  its  evolution,  we  come  to  a  very  delicate  question,  one  which 
arouses  violent  passions,  that  of  determining  whether  the  salaries  of 
the  “cadres”  vary  together  with  the  wages  of  manual  workers,  or 
whether  they  have  been  falling  relatively. 

The  only  over-all  statistics  which  are  available  are  those  drawn 


Net  Annual  Wage  or  Salary,  Full-time  Index  of  Disparity 

Equivalents,  Men  and  Women  (wage  of  manual  workers  =  100) 

(in  thousand  francs) 


Year 

Manual 

Workers 

Clerical 

Workers 

“Cadres” 

Middle  Superior 
Rank  Rank 

Manual 

Workers 

Clerical 

Workers 

“Cadres” 

Middle  Superior 
Rank  Rank 

1947 

97 

120 

175 

319 

100 

124 

180 

328 

1950 

228 

279 

398 

780 

100 

118 

174 

342 

1951 

262 

319 

550 

994 

100 

122 

209 

379 

1952 

305 

374 

656 

1200 

100 

122 

215 

393 

1954 

345 

391 

679 

1408 

100 

114 

197 

408 

from  examination  of  the  “Etats  1024.”  These  statistics  are  very 
reliable,  but  unfortunately  are  not  available  prior  to  the  year  1947.^ 

It  appears  that  both  the  middle  and  superior  ranks  of  the  “cadres” 


7.  Statistiques  et  Etudes  Financier es,  Supplement  statistique,  1950,  no.  5  6, 
pp.  181  ff.;  Bulletin  mensuel  de  statistique,  supplements,  Oct.-Dec.  1952,  p.  40; 
Oct.-Dec.  1953,  p.  50-  Oct.-Dec.  1954,  p.  57;  Oct.-Dec.  1955,  p.  39;  Eludes 
Statistiques,  Jul-Sept.  1956,  p.  39.  The  first  examination  of  the  Etats  1024  was 
made  for  the  year  1947,  the  second  for  the  year  1950.  A  scrutiny  for  1953  included 
only  the  provinces,  to  the  exclusion  of  Paris. 
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have  clearly  improved  their  positions  relative  to  the  manual  workers. 
The  index  of  disparity  for  the  middle  rank  “cadres”  rises  from  180 
in  1947  to  197  in  1954,  and  the  index  for  the  superior  rank  “cadres” 
rises  from  328  to  408.  These  figures  support  the  thesis  of  the  autonomy 
of  the  salaries  of  “cadres”  relative  to  the  wages  of  manual  workers. 
However,  the  period  covered  is  short  and  particularly  troubled,  an 
inflationary  rise  of  prices  having  been  pursued  from  1947  to  1952. 

When  we  shift  to  the  period  prior  to  1947,  our  only  data  relate 
to  particular  groups  of  “cadres”  which  belong  more  commonly  to 
the  public  or  nationalized  sectors  than  to  the  private  sector. 

a.  As  concerns  the  private  sector,  a  table  pertaining  to  metal¬ 
lurgy  in  the  Paris  region  permits  us  to  carry  our  study  back  to  the 
year  1914. 8  This  table  does  not  give  us  raw  data,  but  only  indexes 
calculated  relative  to  the  wages  of  manual  labor,  which  correspond 
to  our  indexes  of  disparity. 


Manual 

Professional 

Engineer 

Chief 

Year 

Worker 

Worker 

Beginner 

After 

After 

Engineer 

2  yrs. 

8  yis. 

1914 

100 

188 

200 

300 

400-600 

900-1200 

1920 

100 

150 

138 

170 

244 

1921 

100 

168 

187 

210 

350 

480-600 

1927 

100 

159 

1936 

100 

147 

174 

209 

274 

1938 

100 

141 

160 

189 

247 

1945 

100 

170 

185 

230 

330 

400-600 

1946 

100 

143 

155 

193 

316 

1947 

100 

142 

153 

184 

291 

1948 

100 

140 

150 

181 

282 

1951 

100 

200 

240 

360 

400-800 

The  table  indicates  important  variations  in  the  situation  of  the 
“cadres”  relative  to  that  of  workers.  The  index  of  disparity  for  the 
engineer  with  two  years’  service,  for  example,  is  300  in  1914.  It  falls 
to  170  in  1920,  rises  to  210  in  1921,  falls  to  176  in  1943,  rises  to  230 
in  1945,  falls  to  181  in  1948  and  establishes  itself  finally  at  240  in 
1951.  The  index  relative  to  engineers  with  eight  years’  service  varies 
with  even  greater  amplitude. 

Representatives  of  the  “cadres”  often  add  that  underlying  these 
fluctuations  is  concealed  a  general  movement  of  deterioration  in  their 
positions.  This  assertion  requires  discussion.  That  the  relative  sit¬ 
uation  of  the  “cadres”  has  fallen  compared  with  1914  is  certain.  But 
we  must  not  lose  sight  of  the  fact  that  in  1914  the  group  was  still 

8.  This  table  was  drawn  up  by  M.  Vaillant,  Documents  Jeunes  Patrons 
(May  1946)  and  Liaisons  Sociales  (April  1951). 
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largely  in  an  embryonic  state,  and  in  any  case  very  different  from 
what  it  is  today.  Moreover,  as  Jacques  Lecaillon  has  stressed,9  the 
figures  prior  to  1936  provide  data  from  small  samples  and  correspond 
to  actual  remunerations,  while  the  later  ones  are  minima  fixed  by  the 
state  or  resulting  from  collective  bargaining.  Finally  we  should  point 
out  that  practically  all  the  deterioration  had  taken  place  by  1920.  If 
we  compare  the  figures  for  1951  with  those  for  1920  we  find  not 
deterioration  but  improvement. 

It  would  therefore  be  unwise  to  conclude  from  these  figures, 
unique  and  somewhat  uncertain,  that  there  has  been  any  decline  in 
the  relative  position  of  the  “cadres.”  We  should  remember  only 
that  this  relative  position  varies,  sometimes  improving  and  sometimes 
worsening,  while  the  general  trend  remains  uncertain. 

b.  As  concerns  the  nationalized  sector,  we  have  two  established 
statistical  series,  one  for  employees  of  the  tobacco  monopoly  and  the 
other  for  the  employees  of  the  railways.  The  scope  of  these  two 


Tobacco  and  Match.  Monopolies1 

National  Railways  Personnel1 

Annual  Wage  or  Salary 

Indexes  of 

Annual  Wage  or  Salary 

Index  of 

(in  thousand  francs) 

Disparity 

(in  thousand  francs) 

Disparity 

Year 

Wrorkmen  “Cadres” 

(W  orkmen  =  1 00) 

Unskilled  Division 

(Unskilled 

Middle  Superior 

“Cadres” 

Worker  Engineer 

Worker  =  100) 

Middle  Superior 

1910 

1.05  10 

952 

1930 

12  61 

508 

1938 

18.5  26  67.5 

140  365 

1947 

146  957 

409 

1952 

1955 

264  668 

254 

1.  Investigation  by  the  “Service  Sexploitation  industrielle  des  Jabacs  et  Allurnette^” 
reproduced  by  Marc  Penouil,  “Les  Cadres  et  leur  revenu  (mimeographed  Edition,  p.  221 ,  volume 

CUrr^t‘ AccorS^'to  the  “cadres”  magazine.  Le  Crenel  (Jan.  1.  1948  and  JuL  6,  1950)  reproduced 
by  Penouil,  ibid.,  p.  221. 


inquiries  is  unfortunately  very  limited.  In  addition  the  data  suffer 
from  certain  defects  in  the  survey  carried  on  by  the  Service  d  exploi¬ 
tation  industrielle  des  Tabacs  et  Allumettes” ;  Penouil  estimates  that 
the  choice  of  bases  for  the  calculations  seem  to  present  the  situation 
in  a  manner  systematically  unfavorable  for  the  personnel  of  the  serv¬ 
ice.”  As  for  the  inquiry  regarding  the  railroads,  one  may  inquire 
whether  the  same  may  not  have  been  the  case. 

With  these  reservations  these  two  inquiries  show  a  net  deteriora- 

9.  Jacques  Lecaillon,  “Le  revenu  des  cadres,”  Revue  Economique,  1952, 
p.  227. 
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tion  in  the  situation  of  both  middle  and  superior  “cadres,”  not  only 
between  1910  and  the  present  time  but  also  since  1930  or  1938. 

c.  As  concerns  the  situation  of  the  “cadres”  of  public  officials, 
we  have  better  information.  For  the  period  prior  to  World  War  I, 
the  reports  of  the  “Service  de  la  Statistique  generate  de  la  France” 
date  back  to  the  year  1871. 1 


Annual  Salary  Level  (of  officials  1911) 

1871 

1901 

1906 

1911 

Paris: 

Over  25,000  francs 

105 

100 

100 

100 

12,000  -  25,000 

89 

96 

98 

100 

6,000  -  12,000 

82 

97 

98 

100 

3,000-  6,000 

82 

94 

96 

100 

Less  than  3,000  francs 

Agents 

97 

101 

102 

100 

Subagents 

67 

85 

93 

100 

Outside  Paris,  or  Unspecified: 

12,000  —  25,000  francs 

91 

96 

100 

100 

6,000-  12,000 

82 

98 

99 

100 

3,000-  6,000 

75 

93 

94 

100 

Less  than  3,000  francs 

Agents 

87 

95 

96 

100 

Subagents 

69 

87 

93 

100 

If  we  assume  somewhat  arbitrarily  that  officials  paid  more  than 
3000  francs  a  year  are  “cadres”  of  middle  and  superior  rank,  while 
agents  paid  less  than  3000  francs  a  year  are  clerks  and  subagents  are 
workers,  it  appears  that  the  remuneration  of  the  “cadres”  has  clearly 
risen  less  than  the  remuneration  of  the  workers,  both  in  Paris  and  in 
the  provinces.  And  none  has  risen  less  than  that  of  the  “cadres”  at 
the  upper  range  of  the  hierarchy. 

In  Paris,  from  1871  to  1911,  the  inferior  “cadres”  gained  18 
points,  while  the  most  elevated  “cadres”  lost  5  points  and  the  work¬ 
men  gained  33.  The  situation  is  the  same  in  the  provinces. 

Regarding  the  period  subsequent  to  World  War  I,  we  are  much 
better  informed,  thanks  to  the  studies  of  Tiano.2 

1.  Rapport  de  la  Statistique  G&nkrale  de  la  France,  Annexe  au  Journal  Offi- 
ciel,  Sept.  30,  1911.  The  table  is  reproduced  in  Francois  Perroux,  Les  traitements 
des  fonctionnaires  en  France  (Paris,  1933),  p.  139.  See  also  Lucien  March,  “Con- 
tnbution  a  la  statistique  des  fonctionnaires,”  Bulletin  de  la  Statistique  Gtoikrale 
de  la  France,  Oct.  1913. 

Thefigures  reproduced  are  indexes  calculated  using  1911  as  the  base  year, 
or  100.  they  are  not  averages  in  the  ordinary  sense,  but  averages  of  the  two 
extreme  salaries  in  each  category. 

2.  Andr6  Tiano,  Le  traitement  des  fonctionnaires.”  (We  cite  the  mimeo¬ 
graphed  edition.  A  printed  edition  is  in  press  [Paris :  Armand  Colin].) 
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The  civil  service  law  of  1946  distinguishes  four  categories: 
“cadres”  of  superior  rank  (civil  administrators,  professors  and  assist¬ 
ant  professors,  engineers,  etc.)  who  constitute  Category  A;  “cadres” 
of  middle  rank  (administrative  secretaries,  instructors,  schoolmasters, 
etc.)  who  constitute  Category  B;  white-collar  workers  (postmen, 
clerks,  etc.)  who  constitute  Category  C;  and  purely  routine  workers 
who  constitute  Category  D.  Administrators  and  statisticians  have 
found  it  convenient  to  define  each  category  by  the  upper  and  lower 
limits  of  the  salary  scale  of  the  civil  servants  which  it  includes.  Cate¬ 
gory  A  therefore  corresponds  to  index  numbers  from  225  to  800,  Cate¬ 
gory  B  from  185  to  360,  Category  C  from  130  to  250,  and  Category 
D  from  100  to  185.  We  may  suppose  that  Category  A  includes 
“cadres”  of  superior  rank,  Category  B  “cadres”  of  middle  rank, 
Category  C  clerks,  and  Category  D  workers. 

Tiano,  considering  first  of  all  only  gross  remuneration,  has 
followed  the  evolution  of  the  “hierarchical  fan”  among  the  unmar¬ 
ried  civil  servants  of  the  Paris  region,  situated  at  the  index  values 
100  (workers),  130  and  185  (clerks)  300,  500,  and  800  (“cadres”). 
He  concludes  that  in  1956  these  coefficients  had  diminished  relative 
to  their  size  in  1914  for  all  these  officials:  slightly  for  those  with 
indexes  of  130,  noticeably  for  those  with  indexes  of  185  and  300,  and 
considerably  for  those  with  indexes  500  and  800. 

Relative  to  1930  the  same  divergences  are  found  once  more,  but 
they  are  less  marked.  The  relative  position  of  officials  with  indexes 
of  130  had  improved;  that  of  officials  with  indexes  of  185  had  not 
changed;  that  of  officials  with  indexes  of  300  and  500  had  fallen 
slightly,  and  that  of  officials  with  indexes  of  800  had  fallen  back. 

For  the  period  beginning  in  1938,  a  study  of  net  remunerations 
shows  that  the  action  of  the  tax  authorities  had  tended  to  reinforce 
the  tendency  toward  narrowing  of  gaps  within  the  hierarchy. 

On  the  whole,  if  the  income  of  the  “cadres”  is  undeniably  a  wage 
since  an  essential  part  is  a  contractual  remuneration  granted  in 
exchange  for  work,  it  does  not  seem  to  be  a  wage  like  other  wages. 
We  have  successively  pointed  out  that  it  is  a  monthly  salary,  that  it 
often  contains  income  in  kind  and  a  participation  in  profits,  that  it 
is  generally  kept  secret  by  its  recipient,  that  its  average  level  is  well 
above  the  average  level  of  workingmen’s  wages  or  clerical  salaries, 
that  its  coefficient  of  dispersion  is  higher,  that  it  is  subject  to  autono¬ 
mous  variations,  and  finally,  at  least  as  concerns  the  administrative 
and  nationalized  sectors,  it  seems  to  show  an  underlying  tendency 
toward  relative  deterioration. 

It  seems  then  that  we  may  anticipate  without  imprudence  some 
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special  behavior  of  the  group  called  “cadres”  with  regard  to  the 
maintenance  of  its  income,  some  breach  in  the  unity  of  the  labor 
market.  In  terms  of  the  theory  of  distribution,  the  “cadres”  consti¬ 
tute  a  fundamental  type  of  participant  in  the  distribution  of  the 
national  income,  a  type  which  we  should  distinguish  from  others  if 
we  wish  to  arrive  at  a  realistic  description  of  the  distributive  process, 
or  at  a  model  sufficiently  close  to  the  world  in  which  we  live. 

To  what  is  this  autonomy  due?  By  what  factors  can  it  be 
explained?  This  is  the  final  question  which  remains  to  be  faced. 

Ill 

We  need  not  insist  on  the  fact  that,  to  constitute  a  distinct 
category,  the  “cadres”  must  be  sufficiently  numerous,  which  assumes 
a  sufficient  degree  of  accumulation  of  technical  capital  and  as  a  con¬ 
sequence  sufficiently  powerful  enterprises  and  a  sufficiently  developed 
and  organized  state.  Just  as  in  French  and  English  capitalism  at 
the  beginning  of  the  nineteenth  century,  the  “cadres”  constitute, 
as  we  have  shown,  only  an  embryonic  group  of  limited  strength,  there 
will  be  only  very  small  technical  “cadres”  in  enterprises  which  remain 
small  in  size  and  there  will  be  only  very  small  administrative  “cadres” 
in  a  state  which  concerns  itself  only  minimally  with  the  economy. 

Our  problem  is  therefore  only  to  understand  the  causes  for  the 
autonomy  of  the  “cadres”  in  the  modern  French  economy.  We  have 
shown  above  that  the  “cadres,”  while  salaried  employees,  are  charac¬ 
terized  by  both  general  and  technical  training  surpassing  the  norm 
of  their  country.  This  being  the  case,  we  are  faced  with  three  ques¬ 
tions:  Have  all  citizens,  from  the  moment  they  show  adequate  apti¬ 
tudes,  the  possibility  of  acquiring  the  training  required  to  penetrate 
the  group  called  “cadres?”  Supposing  this  not  to  be  true  in  the 
present  French  situation,  how  is  this  to  be  explained?  Finally,  would 
eliminating  the  obstacles  be  enough  to  permit  reabsorption  of  the 
category  of  the  “cadres”  within  that  of  workers  in  general? 

A.  In  France,  we  are  told,  education  is  gratuitous.  The  “cadres” 
therefore  do  not  constitute  a  caste,  but  rather  an  open  group.  Let 
us  see  nevertheless  whether,  socially  speaking,  the  “cadres”  remain 
consolidated  with  other  employees.  To  answer  this  question,  we 
may  make  use  of  several  recent  studies. 

a.  A  survey  carried  out  by  the  Institut  National  d’Etudes 
Demographiques  in  1950  and  reaching  more  than  3,000  individuals 
permits  us  first  of  all  more  precise  knowledge  of  the  occupations  of 
the  fathers  of  members  of  the  “cadres.”3 

3.  Marcel  BrSsard,  op.  cit.,  p.  539.  * 


THE  INCOME  OF  THE  “ CADRES ” 


179 


It  appeared  that  13  per  cent  of  the  "cadres”  are  sons  of  workers, 
57  per  cent  sons  of  clerks,  of  subordinate  functionaries,  of  artisans, 
or  of  working  farmers,  with  29  per  cent  —  nearly  a  third  —  sons  of 
members  of  “cadres,”  of  businessmen,  or  of  practitioners  of  liberal 
professions. 

All  other  groups  of  salaried  employees  present  very  different 
proportions.  One  may  well  expect  something  of  the  sort  with  manual 
workers  in  both  industry  and  agriculture.  But  if  we  concentrate 
our  attention  on  clerical  workers,  who  along  with  the  “cadres”  con¬ 
stitute  the  white-collar  workers,  we  find  that  30  per  cent  are  sons 
of  wmrkers  as  against  13  per  cent  for  the  “cadres,”  and  that  only 
6  per  cent  are  sons  of  members  of  “cadres,”  of  businessmen,  or  of 
practitioners  of  liberal  professions,  as  against  29  per  cent  for  the 
“cadres.” 

The  group  displaying  proportions  closest  to  those  of  the  “cadres” 
is  a  group  of  nonsalaried  workers,  namely,  businessmen  and  practi¬ 
tioners  of  liberal  professions.  Ten  per  cent  of  these  are,  in  effect, 
sons  of  workers,  47  per  cent  sons  of  clerks  and  subordinate  func¬ 
tionaries,  and  43  per  cent  sons  of  members  of  “cadres”  or  businessmen. 

b.  Utilizing  the  same  survey,  we  obtain  similar  results  if  we  con¬ 
sider  the  social  origins  of  wives,  as  indicated  by  the  occupations  of 
fathers- in-law. 

The  “cadres”  contrast  sharply  with  other  wage  earners,  salaried 
employees  as  well  as  manual  workers.  They  hardly  ever  marry  the 
daughters  of  workers  (6  per  cent).  More  than  a  third  of  them  (34 
per  cent)  marry  the  daughters  of  members  of  “cadres,”  of  business¬ 
men,  and  of  practitioners  of  liberal  professions,  which  other  salaried 
employees  practically  never  do.  Among  the  clerks  and  subordinate 
functionaries  in  particular,  31  per  cent  of  the  wives  are  daughters  of 
workers,  5  per  cent  daughters  of  members  of  cadres,  of  business¬ 
men,  or  practitioners  of  liberal  professions,  and  63  per  cent  daughters 
of  clerks,  subordinate  functionaries,  artisans,  or  working  fanners. 
For  industrial  workers  the  corresponding  proportions  are:  51  per  cent, 
1  per  cent,  47  per  cent,  and  for  agricultural  workers:  45  per  cent, 
1  per  cent,  54  per  cent. 

This  behavior  of  the  “cadres”  is  very  similar  to  that  of  business¬ 
men  and  practitioners  of  the  liberal  professions  who,  more  or  less, 
choose  their  wives  from  the  same  groups:  10  per  cent  of  business  and 
professional  men  marry  daughters  of  workers,  36  per  cent  daughters 
of  members  of  the  “cadres”  or  of  businessmen,  and  54  per  cent  daugh¬ 
ters  of  clerks  and  subordinate  functionaries. 

c.  From  the  occupations  of  fathers  and  fathers-in-law  we  may 
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pass  to  scales  of  living,  using  another  inquiry  of  the  Institut  National 
d’Etudes  D6mographiques  relating  to  the  year  1948. 4 

The  survey  concluded  that  more  than  25  per  cent  of  the  “cadres” 
own  an  automobile;  while  only  16  per  cent  of  the  subordinate  func¬ 
tionaries,  5  per  cent  of  the  clerks,  and  2  per  cent  of  the  workers  of  all 
categories  own  one. 

More  than  20  per  cent  of  the  “cadres”  employ  a  domestic  servant, 
while  only  12  per  cent  of  the  subordinate  functionaries,  2  per  cent  of 
the  clerks,  and  1  per  cent  of  the  workers  employ  one. 

More  than  30  per  cent  of  the  “cadres”  have  a  telephone,  while 
only  9  per  cent  of  the  subordinate  functionaries,  6  per  cent  of  the 
clerks,  and  1  per  cent  of  the  workers  have  one. 

Do  the  “cadres”  approach  the  businessmen  and  practitioners  of 
the  liberal  professions?  Certainly,  but  less  so  than  one  might  sup¬ 
pose  from  studying  the  occupations  of  their  fathers  and  the  social 
origins  of  their  wives.  A  definitely  higher  proportion  of  businessmen 
and  of  practitioners  of  liberal  professions  own  an  automobile  (82  per 
cent  and  56  per  cent  against  25  per  cent),  employ  a  domestic  servant 
(67  per  cent  and  46  per  cent,  against  20  per  cent)  and  have  a  telephone 
(87  per  cent  and  75  per  cent,  against  30  per  cent).  Sons  therefore 
pass  from  one  group  to  another,  and  there  is  intermarriage,  but  the 
businessmen  and  professional  practitioners  have  a  scale  of  living 
superior  to  the  “cadres.” 

d.  A  final  inquiry  made  by  Jacquin  6  and  pertaining  to  289  engi¬ 
neers  of  the  Ecole  des  Arts  et  Metiers  permits  us  to  complete  the 
picture. 

This  inquiry  shows  that  the  “cadres”  devote  to  purchases  of 
durable  goods  or  to  increasing  their  liquid  reserves  sums  easily  in 
excess  of  20  per  cent  of  their  incomes.  As  a  result  of  these  invest¬ 
ments  or  in  consequence  of  inheritances,  Jacquin  concludes  that  30 
per  cent  of  the  “cadres”  possess  incomes  other  than  their  salaries, 
incomes  amounting  to  10  per  cent  of  their  total  resources.  Because 
of  the  reticence  of  the  interested  parties,  we  may  suppose  that  these 
figures  are  somewhat  understated.  “We  may  conceive,”  concludes 
Jacquin,  “the  well-being  and  above  all  the  considerable  degree  of 
security  which  sets  off  such  a  type  of  living  from  that  of  the  manual 
or  clerical  proletariat.” 

In  sum  it  appears  that  though  the  “cadres”  are  undeniably  wage 
earners,  they  are  not  to  be  confused  with  other  wage  earners.  Not 
only  are  they  distinct  from  manual  workers,  but  within  the  white- 

4.  Ibid.,  p.  541. 

5.  Francois  Jacquin,  op.  oil.,  p.  141.  . 
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collar  group,  they  are  equally  distinct  from  clerical  workers.  Their 
social  origins  and  their  manner  of  living  are  both  different. 

B.  It  is  always  a  problem  to  determine  how  the  "cadres”  can 
safeguard  this  autonomy  which  we  have  just  established,  vis-ii-vis 
other  wage  earners  and  particularly  vis-a-vis  clerical  workers.  This 
is  due  in  large  measure,  we  believe,  to  the  character  of  the  process  of 
capitalization  since,  as  applied  to  labor,  it  gives  rise  to  the  special 
commodities,  the  services  of  the  "cadres.” 

Within  the  social  groups  from  which  the  "cadres”  come,  the 
expenses  of  children’s  education  are  generally  considered  as  con¬ 
sumption  expenditures  which  the  head  of  the  family  feels  himself 
morally  obligated  to  include  in  his  budget  with  a  priority  exceeding 
many  other  expenditures,  particularly  the  raising  of  his  own  scale  of 
living.  A  certain  proportion  of  children  having  gained  by  these 
expenditures,  arrive  in  this  way  at  the  category  of  the  "cadres.” 
These  individuals  are  limited  in  number.  They  bring  with  them  cer¬ 
tain  concepts  and  certain  manners  of  living,  certain  requirements,  a 
certain  evaluation  of  what  a  member  of  the  "cadres”  in  French  society 
might  normally  aspire  to.  As  functions  of  their  number  and  these 
requirements,  levels  of  remuneration  are  set  which  are  superior  to 
those  of  workers  and  clerks  and  which  need  not  vary  parallel  with 
the  latter. 

The  excess  of  salary  achieved  by  the  "cadres”  generally  exceeds 
the  amount  necessary  to  amortize  the  sums  spent  on  their  training.  Why 
does  this  fact  not  produce  an  influx  of  people  from  other  social  classes 
than  those  which  normally  furnish  the  "cadres”?  Why,  in  these 
other  classes,  do  parents  not  borrow  the  sums  necessary  to  support 
children  with  the  requisite  aptitudes  during  their  periods  of  training, 
since  the  amortization  of  these  sums  is  not  only  possible  but  leaves  a 
net  gain?  The  answer  may  be  found  in  the  special  character  of  invest¬ 
ments  in  individuals. 

Those  who  cannot  treat  the  expenses  of  training  their  children 
as  consumption  expenditures,  but  must  consider  them  as  profit-mak¬ 
ing  investments,  encounter  a  double  difficulty.  On  the  one  hand,  they 
generally  lack  knowledge  and  cannot  follow  that  perfect  long-period 
rationality  which  theoretical  economists  assume  in  so  facile  a  manner. 
On  the  other,  one  must  give  guarantees  for  loans,  and  the  prospect 
of  the  ultimate  success  of  one’s  children  is  not  generally  considered 
sufficient.  As  a  result  only  a  minority  of  children  coming  from  these 
classes  can  attain  the  status  of  "cadres.”  They  conform  to  the 
behavior  of  the  other  "cadres,”  but  their  rise  does  not  affect  the 
autonomy  of  the  group. 
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C.  Would  this  state  of  things  be  modified  by  a  wider  diffusion 
of  instruction  and  of  public  investments  complementary  to  inade¬ 
quate  private  investments,  as  regards  training  and  support  during 
the  period  of  training?  Might  we  consider,  in  other  words,  that  the 
natural  distinction  existing  between  the  behavior  of  the  “cadres” 
and  that  of  the  lower  strata  of  wage  earners  is  derived  from  the  struc¬ 
ture  of  the  French  economy,  and  that  it  might  disappear  with  suffi¬ 
cient  modification  of  this  structure?  Or  must  we  admit  that  the 
same  process  of  capitalization  which  has  resulted  in  the  formation  of 
the  “cadres”  presents  characteristics  such  that  always,  whatever  the 
economic  structure  may  be,  a  threshold  will  separate  the  behavior  of 
the  “cadres”  from  those  of  the  lower  strata  of  wage  earners? 

To  answer  this  question  it  would  be  necessary  to  possess  informa¬ 
tion  on  what  goes  on  in  countries  with  different  economic  structures, 
such  as  the  United  States  or,  if  we  wished  to  maximize  the  differ¬ 
ences,  the  Soviet  Union.  We  do  not  know  whether  such  a  study  has 
been  made  for  the  United  States.  As  regards  the  Soviet  Union,  we 
lack  information  on  which  to  judge  whether,  in  fact  —  economic 
doctrine  makes  no  difference  here  —  the  managerial  “cadres”  con¬ 
stitute  a  category  apart  from  the  lower  strata  of  wage  earners  in 
relation  to  the  distribution  of  the  national  income.  We  nevertheless 
suggest,  subject  to  later  verification,  that  even  if  social  mobility 
prevents  to  some  extent  the  crystallization  of  separate  group  behavior 
patterns,  it  does  not  prevent  the  majority  of  individuals  being  con¬ 
fined  throughout  their  lives  in  the  same  occupational  blind  alleys. 
It  seems  difficult  to  unify  the  conditions  of  work  of  the  “cadres”  and 
of  manual  or  even  of  clerical  laborers  to  such  a  point  that  they  become 
interchangeable.  In  consequence  our  distinction  between  their  two 
categories  of  income  will  never  entirely  disappear. 

In  sum  it  appears  to  us  that,  in  the  present  structure  of  the 
French  economy,  one  must  isolate  the  income  of  the  “cadres”  from 
the  income  of  other  workers  in  order  to  understand  the  problems  of 
the  distribution  of  the  national  income.  They  are  two  different  types 
of  wages.  Is  this  perhaps  likewise  true  in  other  economies? 
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“Balanced  growth”  is  one  of  those  happy  terms  that  seduce  the 
mind  into  acceptance  rather  than  analysis  of  the  idea  intended.  The 
view  explained  in  this  paper  is  that  the  whole  concept  is  an  intriguing 
monstrosity:  it  contains  a  very  useful  thought,  submerged  under  a 
number  of  potentially  quite  costly  confusions.  The  valid  element 
traces  back  to  Allyn  Young  and  Rosenstein-Rodan.  It  was  clearly 
spelled  out  by  Scitovsky  and  presented  in  most  persuasive  terms  by 
Ragnar  Nurkse.1  But  in  Nurkse’s  exposition  the  lurking  difficulty 
in  the  argument  moved  fully  onstage,  embodied  in  that  mischievously 
mystical  term  “balance.”  It  remained  for  Arthur  Lewis  to  take  the 
courageous  step  of  providing  a  fairly  definite  meaning  for  the  term, 
thereby  turning  the  argument  into  an  attack  on  the  principle  of 
international  specialization.2 

As  it  stands,  the  discussion  contains  so  many  useful  and  appeal¬ 
ing  points  that  the  misleading  elements  are  not  properly  recognized. 
The  importance  of  the  possible  errors  in  interpretation  is  considerable, 
because  the  argument  easily  lends  itself  to  exactly  the  wrong  orienta¬ 
tion  of  investment  policy.  The  idea  of  balance  needs  to  be  taken 
apart,  so  that  the  confusing  strands  may  be  separated  from  the 
genuine  underlying  insight.  The  present  paper  is  an  attempt  to  do 
this,  focusing  the  inquiry  on  Nurkse’s  explanation  of  the  concept. 


*  Paul  G.  Clark  and  Emile  Despres,  RAND  Corporation  and  Williams 
College,  aided  greatly  in  exploration  of  several  of  the  questions  basic  to  this  paper. 

1.  Young  “Increasing  Returns  and  Economic  Progress,  Economic  Journal 

XXXVIII  (1928),  527-42;  Rosenstein-Rodan,  “Problems  of  Industrialization  of 
Eastern  and  South-Eastern  Europe,”  Economic  Journal,  LHI  (1943)  202  11, 
Scitovskv  “Two  Concepts  of  External  Economies,  / ournal  of  Political  Economy, 
LXII  (1954),  143-51;  Nurkse,  Problems  of  Capital  Formation  m  Underdeveloped 

Countries  (New  York,  1955),  chap.  1.  ,  T„.  •  10(-c\ 

2.  Lewis,  The  Theory  of  Economic  Growth  (Homewood,  Illinois,  1955), 

pp.  276-83. 
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Marcus  Fleming’s  careful  article  on  the  same  subject,  and  Nurkse’s 
reply,  are  also  used  to  help  clarify  the  basic  assumptions.3 

The  discussion  here  is  essentially  concerned  with  demonstrating 
that:  (a)  the  concept  of  balance  may  be  usefully  interpreted  to  support 
co-ordination  of  investment  decisions,  based  on  the  principle  of  inter¬ 
dependence  between  the  rate  of  return  on  capital  and  the  rate  of  eco¬ 
nomic  growth,  but  (b)  it  does  not  include  any  valid  point  supporting 
a  presumption  in  favor  of  deliberate  diversification.  If  “balanced 
growth”  includes  the  case  of  concentrated  development  of  one  or  a 
few  industries  —  i.e.,  of  marked  changes  in  the  composition  of  output, 
not  necessarily  co-ordinated  with  the  pattern  of  domestic  demand — 
then  the  point  is  acceptable.  If  it  is  meant  to  support  a  policy  of 
matching  production  to  demand  changes  by  expanding  most  or  all 
industries  simultaneously,  the  position  is  untenable.  In  any  case,  a 
direct  consideration  of  the  implications  for  policy  may  serve  to  reduce 
the  scope  for  unhelpful  inference  from  Nurkse’s  creatively  ambiguous 
generalization. 

I.  The  Problem  of  Investment  Incentives 
in  a  Low  Income  Country 

One  of  the  distinctive  elements  in  Nurkse’s  stimulating  discus¬ 
sion  of  economic  growth  problems  was  his  emphasis  on  the  role  of 
insufficient  demand  as  a  factor  inhibiting  investment  in  low  income 
countries.  His  concern  was  not  with  aggregate  monetary  demand 
in  the  familiar  Keynesian  sense,  but  with  the  effect  on  investment  of 
a  prevailing  low  level  of  income.  “It  is  not  a  deficiency  of  ‘effective 
demand’  in  terms  of  Keynesian  economics.  There  is,  as  a  rule,  no 
deficiency  of  monetary  demand,  there  is  no  deflationary  gap.” 
Rather,  “on  the  demand  side,  the  inducement  to  invest  may  be  low 
because  of  the  small  buying  power  of  the  people,  which  is  due  to  their 
small  real  income,  which  again  is  due  to  low  productivity.”4 

Traditional  analysis  do<  s  not  provide  an  established  home  for  the 
proposition  that  a  low  level  of  real  income  acts  to  inhibit  investment 
on  the  demand  side.  It  suggests  the  opposite :  in  so  far  as  low  income 
is  associated  with  a  low  ratio  of  capital  to  co-operating  factors  of 
production,  the  marginal  product  of  capital  should  be  higher  than  in 
capital-rich  countries,  and  investment  should  pay  rather  well.  This 

3.  Fleming,  “External  Economies  and  the  Doctrine  of  Balanced  Growth,” 
Economic  Journal,  LXV  (June  1955),  241-56;  Nurkse,  “Balanced  Growth  on 
Static  Assumptions,”  Economic  Journal,  LXVI  (June  1956),  365-67;  Fleming, 
“Rejoinder,”  Economic  Journal,  LXVI  (Sept.  1956),  537-39. 

4.  Nurkse,  Problems  of  Capital  F ormation  in  Underdeveloped  Countries, 
p.  17,  p.  5. 
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view  is  extremely  simplified  but  is  not  necessarily  invalidated  by  the 
low  ratio  of  investment  to  national  income  actually  observed  in  poorer 
countries.  The  latter  can  be  explained,  perhaps  too  readily,  by  such 
factors  as  a  social-cultural  environment  inhibiting  entrepreneurship, 
or  by  the  assumption  that  a  low  level  of  income  necessarily  results  in 
strong  pressures  to  consume  all  of  current  output.  Neither  of  these 
suggestions  can  or  should  be  ruled  out ;  the  latter  is  very  often  likely 
to  be  the  dominant  difficulty.  But  Nurkse’s  point  cuts  deeper  analyti¬ 
cally;  is  it  possible,  even  given  a  climate  of  rational  calculation  by 
competent  entrepreneurs  with  resources  available  for  investment,  that 
the  process  of  capital  accumulation  will  be  systematically  thwarted 
because  individual  investment  projects  cannot  pay?  If  so,  if  invest¬ 
ment  must  proceed  in  a  balanced  pattern  meeting  all  directions  of 
demand  simultaneously,  then  a  number  of  basic  arguments  from 
factor  proportions,  and  traditional  ideas  of  specialization  and  trade, 
need  serious  revision. 

In  order  to  focus  on  the  “balance”  concept  at  issue,  it  is  desirable 
to  rule  out  of  consideration  some  very  real  problems.  It  is  assumed 
here  and  throughout  this  paper  that,  in  the  countries  considered: 
(a)  there  are  intelligent  businessmen  interested  in  possible  investment 
if  they  can  foresee  a  reasonable  minimum  rate  of  return,  (b)  that  the 
potential  entrepreneurs  have  high  incomes  or  other  means  of  access 
to  resources  which  would  make  it  possible  for  them  to  carry  out 
investment,  (c)  that  the  minimum  essential  “social  overhead  capital” 
is  being  provided  by  the  state,  and  (d)  that  we  have  no  problem  of 
deficient  aggregate  monetary  demand.  In  order  to  define  (d)  more 
clearly,  assume  Say’s  Law :  if  the  would-be  entrepreneurs  do  not  find 
any  rewarding  investment  possibilities,  they  spend  all  their  income 
on  consumption.  I.e.,  total  investment  varies  within  some  moder¬ 
ately  wide  range  depending  on  the  attractiveness  of  possible  projects, 
and  intended  saving  always  adjusts  to  match  intended  investment. 

Nurkse’s  special  argument  is  that,  for  any  single  investment 
project,  the  poverty  of  the  people  will  make  it  extremely  difficult 
to  sell  the  additional  product  made  possible  by  investment.  In  his 
illustrative  case,  “Where  the  great  majority  of  the  people  are  too 
poor  to  wear  leather  shoes,  setting  up  a  modern  shoe  factory  may  be 
a  doubtful  business  proposition.”5  The  trouble  is  stated  to  be  caused 
by  the  fact  that  the  workers  in  the  shoe  factory  will  want  to  spend 
most  of  their  income  on  other  goods,  and  the  rest  of  the  people  will  not 
readily  deflect  their  buying  from  old  essentials  to  the  new  products. 


5.  Ibid.,  p.  7. 
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“The  trouble  is  due  by  no  means  solely  to  discontinuities  in  the 
technical  forms  of  capital  equipment,  though  these  will  accentuate  it. 
It  is  due  above  all  to  the  inevitable  inelasticity  of  demands  at  low 
real-income  levels  .  .  .  The  difficulty  caused  by  the  small  size  of  the 
market  relates  to  individual  investment  incentives  in  any  single  line 
of  production  taken  by  itself.  At  least  in  principle,  the  difficulty 
vanishes  in  the  case  of  a  more  or  less  synchronized  application  of 
capital  to  a  wide  range  of  industries  .  .  .  People  working  with  more 
and  better  tools  in  a  number  of  complementary  products  become  each 
other’s  customers.”6 

The  argument  is  troublesome.  On  the  surface,  Nurkse  has  falsely 
fortified  his  case  by  a  misleading  example.  Somewhat  more  deeply, 
there  is  a  true  analytical  problem.  To  clarify  the  surface  level  diffi¬ 
culty,  consider  the  example  of  the  shoe  factory  as  a  possible  invest¬ 
ment  in  a  very  poor  country,  where  people  spend  nearly  all  their 
income  on  food  and  simple  textiles,  and  would  spend  most  of  any 
additions  to  income  on  such  essentials.  By  definition,  we  have  set  up 
a  situation  in  which  the  demand  for  shoes  is  inelastic.  The  price 
at  which  all  the  output  from  a  shoe  factory  of  minimum  size  can  be 
sold  may  very  well  be  so  low  that  the  investor  will  lose  if  he  goes 
ahead,  and  will  not  go  ahead  if  his  foresight  is  good.  But  it  is  not 
correct  to  conclude  that  a  worthwhile  investment  opportunity  will 
be  foregone  because  of  any  inevitable  inelasticity  of  demands.”  The 
particular  investment  envisaged  should  not  be  undertaken.  If  the 
price  at  which  the  shoes  may  be  sold  will  not  cover  costs  of  produc¬ 
tion,  the  presumption  must  be  that  people  do  not  want  them,  at  the 
price  of  the  other  things  they  would  have  to  give  up  to  buy  the  shoes. 
If  we  do  rule  out  of  consideration  the  possibility  of  deficient  aggregate 
demand,  then  money  incomes  earned  in  shoe  production  must  be 
going  somewhere.  The  trick  would  seem  to  be  to  invest  in  production 
of  goods  people  want  at  the  level  of  income  they  will  have  when  the 
investment  project  is  carried  out. 

But  there  is  a  genuine  analytical  problem  which  may  best  be 
brought  out  by  retreating  from  realistic  examples  into  algebraic 
notation  and  by  specifying  a  simplified  set  of  initial  conditions. 
Consider  two  commodities  only,  glamorously  tagged  aq  and  x2. 

Let  pi  and  p2  denote  their  prices 
ui  and  u2  denote  their  marginal  utilities. 

And  let  R  denote  the  minimum  acceptable  rate  of  return  on  cap¬ 
ital  at  which  investors  will  choose  capital  formation  over 
consumption. 

6.  Ibid.,  pp.  9-11. 


INTERNATIONAL  SPECIALIZATION 


187 


Assume  that,  initially, 

(1)  Uj  u2 

Pi  P2 

(2)  The  rate  of  return  on  capital  in  each  industry  is  just  equal 
to  R. 

(3)  Potential  investors  interested  in  each  industry  are  consider¬ 
ing  projects  which  could  secure  discrete  increases  in  produc¬ 
tion  at  unchanged  unit  costs. 

Taking  separately  the  industry  producing  xh  expansion  of  supply 
will  increase  aggregate  income  and  raise  demand  for  both  commod¬ 
ities.  But  if  the  supply  of  x2  is  unchanged,  m/u2  will  decrease.7  Pi 
will  then  decrease  to  restore  equality  between  ui/pi  and  u2/p2.  If 
pi  does  decrease,  then  the  rate  of  return  on  capital  goes  below  R, 
the  minimum  postulated  as  acceptable  to  investors.  The  potential 
investor,  if  gifted  with  foresight,  will  reject  investment  in  produc¬ 
tion  of  X\. 

The  objection  made  above  concerning  Nurkse’s  example  was  that 
the  case  seemed  to  rest  on  the  simple  assumption  that  x\  was  a  “non- 
essential”  for  which  the  elasticity  of  demand  was  low  by  definition. 
But  clearly  the  problem  does  not  depend  on  any  particular  demand 
elasticities:  it  applies  to  expansion  of  either  commodity  individually, 
supply  of  the  other  commodity  remaining  constant. 

Given  the  specified  initial  conditions,  expansion  by  either  industry 
alone  would  bring  the  rate  of  return  in  that  industry  below  R.  But 
it  is  clearly  possible  that  a  joint  expansion,  increasing  the  supply  of 
both  commodities,  could  eliminate  the  difficulty.  The  requirement 
would  be  that  both  industries  expand  production  at  exactly  the  rates 
consistent  with  the  income  elasticities  of  demand  for  the  two  com¬ 
modities,  maintaining  u\/p\  =  u2/p2  at  constant  prices.  This  seems 
to  be  close  to  the  meaning  of  “balance”  specified  by  Lewis:  not  that 
relative  outputs  remain  constant,  but  that  they  change  exactly  in 
line  with  relative  demand  at  rising  income  levels.8 

If  the  concept  of  balanced  growth  is  intended  to  refer  to  cases 
similar  to  the  one  specified  here,  it  does  have  a  logical  basis.  Ihe 
argument  need  not  be  tied  down  to  such  a  special  case.  The  general 
possibility  of  insufficient  investment  in  cases  where  income  could  be 
increased  by  joint  expansion  remains  open  if  we  relax  the  assumption 

7.  The  change  in  relative  marginal  utilities  and  prices  would,  of  course,  be 
more  marked  if  the  expansion  of  Xi  required  a  decrease  in  the  production  of  Xi. 
This  possibility  will  be  discussed  below. 

8.  Lewis,  op.  cit.,  p.  278. 
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of  constant  costs  in  both  industries.9  But  once  relative  prices  are 
allowed  to  change,  the  concept  of  balance  becomes  elusive  again.  In 
particular,  income  elasticity  of  demand  for  any  commodity  loses 
specific  meaning.1  It  will  best  bring  out  the  possible  sources  of  trouble 
in  the  argument  if  we  proceed  by  progressively  relaxing  the  suggested 
initial  conditions  in  order  to  examine  difficulties  in  this  unduly  rigid 
but  relatively  definite  model. 

II.  Internal  Difficulties  in  the  Argument 
for  Balanced  Expansion 

The  essence  of  the  preceding  suggested  meaning  for  the  concept 
of  balanced  growth  is  that  investment  should  be  carried  out  in  diverse 
industries  as  indicated  by  the  pattern  of  income  elasticities  of  demand 
for  all  products.  The  argument  presents  at  least  three  overly  inviting 
paths  toward  misinterpretation.  The  following  possible  statements 
should  be  rejected:  (1)  individual  investment  projects  will  not  be 
profitable  in  the  absence  of  balanced  expansion,  (2)  if  investment  is 
carried  out  in  such  directions  as  to  match  production  with  all  increases 
in  demand  that  would  occur  at  constant  prices,  the  rate  of  return  on 
capital  will  remain  constant  at  an  adequate  level  in  all  industries,  and 
(3)  since  domestic  expansion  raises  domestic  but  not  foreign  demand, 
investment  should  be  guided  by  the  pattern  of  domestic  demand  only. 
The  third  point  will  be  examined  separately  in  Section  III  following. 

The  first  of  the  three  possible  errors  is  trivial  in  the  sense  that 
no  one  would  defend  it,  but  less  trivial  in  the  sense  that  explicit  recog¬ 
nition  of  what  is  involved  leads  to  the  conclusion  that  the  problem  of 
weak  investment  incentives  may  well  be  nonexistent  in  many  cases. 
The  argument  that  X\  will  yield  a  return  below  R  if  output  of  £2 
remains  constant  rests  on  the  assumptions  that :  (a)  the  initial  situa¬ 
tion  is  one  of  equilibrium  in  which  returns  on  capital  in  each  line  of 
production  are  just  equal  to  R,  and  (b)  technological  changes  in  the 
form  of  opportunities  for  lower  cost  production  or  product  innovation 
are  excluded.  If  these  conditions  were  applicable,  there  would  not 
be  much  investment  in  any  country,  regardless  of  the  level  of  income. 
With  respect  to  (a),  if  the  actual  rate  of  return  on  capital  is  3 R,  then 
the  fact  that  a  new  plant  may  reduce  p  1  and  lower  the  rate  of  return 
need  not  discourage  investment.2  With  respect  to  (b),  if  new  invest- 

9.  See  especially  the  lucid  alternative  formulation  by  Scitovsky,  op.  cit., 
pp.  145-51. 

1.  It  is  not  a  clear  concept  at  best.  Cf.  P.  DeWolff,  “Income  Elasticity  of 
Demand,  a  Micro-Economic  and  a  Macro-Economic  Interpretation,”  Economic 
Journal,  LI  (1941),  140-45. 

2.  This  situation  might  well  discourage  investment  by  firms  already  in  the 


INTERNATIONAL  SPECIALIZATION 


189 


ment  can  lower  production  costs  for  x\,  then  a  decrease  in  p x  will  not 
necessarily  lower  the  rate  of  return.  Finally,  where  the  project  would 
make  possible  the  introduction  of  a  new  product,  there  is  surely  no 
necessary  presumption  that  its  price  will  be  such  as  to  yield  a  return 
below  R. 

The  balanced  growth  argument  thus  should  not  be  understood 
as  a  general  proposition  that,  in  a  country  with  a  low  level  of 
real  income,  demand  problems  will  “inevitably”  foreclose  individual 
projects.  In  fact,  the  separate  projects  that  are  capable  of  yielding  a 
return  above  R  may  at  times  collectively  exceed  the  possible  capital 
formation  of  the  country,  even  given  a  fairly  elastic  supply  of  capital. 
Many  underdeveloped  countries  seem  to  have  little  or  no  difficulty 
with  deficient  investment  demand. 

The  second  suggestion  to  be  examined  is  that  joint  expansion 
could  maintain  the  rate  of  return  on  capital  at  R  in  all  industries,  even 


assuming  that  all  returns  are  initially  at  this  level  and  that  techno¬ 
logical  change  is  excluded.  Again,  there  is  a  high  possibility  of  con¬ 
fusion.  Consider  all  practical  problems  to  be  solved:  assume  that 
the  rate  of  income  growth  and  pattern  of  demand  at  changing  income 
levels  can  be  accurately  predicted,  and  that  the  government  can 
assure  all  firms  that  prices  of  their  products  will  remain  unchanged 
if  they  expand  supply  at  properly  stipulated  rates.  The  special  condi¬ 
tions  required  to  make  such  a  program  work  are :  (a)  a  highly  elastic 
supply  of  all  factors  of  production,  (b)  unchanging  relative  costs  of 
all  goods,  (c)  perfect  divisibility  for  all  factors. 

Assuming  perfect  divisibility  for  the  moment,  consider  the  possi¬ 
bility  of  inelasticity  in  factor  supplies.  If  production  of  x\  increases, 
it  may  raise  factor  costs  in  production  of  x2  so  steeply  as  to  force 
contraction  rather  than  encourage  joint  expansion.3  The  balanced 
growth  concept  must  assume  either  excess  supplies  of  productive 
factors  other  than  capital,  or  highly  elastic  supplies  if  the  situation 
approximates  equilibrium.  Such  assumptions  do  seem  valid  for  many 
underdeveloped  countries.  But  they  should  not  be  pushed  to  the 
point  of  postulating  a  stable  structure  of  relative  costs.  Expansion 
on  a  wide  front  is  almost  certain  to  run  into  specific  input  limitations, 

field  but  not  new  entry.  Policies  favoring  free  entry  and  competition  are  par¬ 
ticularly  vital  for  underdeveloped  countries  starting  from  a  position  m  which 
there  are  few  firms  in  any  industry.  Cf.  the  more  general  argument  of  Henry 
Bruton,  “Innovations  and  Equilibrium  Growth,”  Economic  Journal,  LX VI  (bept. 

1956)3P Fleming  op.  tit.,  p.  246:  “The  situation  might  be  roughly  expressed  by 
saving  that,  whereas  the  balanced-growth  doctrine  assumes  that  the  reiationship 
between  industries  is  for  the  most  part  complementary  the  limitation  of  factor 
supplies  ensures  that  the  relationship  is  for  the  most  part  competitive. 
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forcing  changes  in  the  pattern  of  relative  costs.  In  any  such  case, 
production  should  be  “unbalanced”  in  the  interest  of  maximizing 
income  growth  —  i.e.,  concentrated  in  directions  of  falling  relative 
costs  rather  than  diversified  to  match  the  pattern  of  increases  in 
demand  at  constant  prices. 

To  see  the  implications  of  changes  in  relative  costs,  let  the  cost 
of  producing  x\  rise  while  the  cost  of  x<i  remains  constant.  If  expan¬ 
sion  is  to  be  completely  balanced  in  the  sense  of  matching  all  increases 
in  demand  that  would  take  place  at  constant  prices,  investment  in  x\ 
will  yield  a  return  below  R.  Under  market  conditions,  production  of 
xi  would  not  be  increased,  and  pi/p2  would  rise.  If  the  ideal  of  bal¬ 
ance  were  taken  to  extreme,  it  would  be  possible  to  keep  relative 
prices  constant  by  subsidizing  investment  in  x\.  To  do  so  would 
lower  the  possible  growth  of  real  income:  U1/112  is  constant  by  hypothe¬ 
sis,  but  increasing  amounts  of  x2  must  be  given  up  per  unit  of  X\ 
secured  (because  the  latter  requires  increasing  factor  inputs  per  unit 
of  output).  Conversely,  if  x\  could  be  produced  at  decreasing  cost 
as  scale  rises,  market  reactions  would  tend  to  increase  X\  faster  than 
demand:  the  economy  would  become,  and  should  become,  “unbal¬ 
anced”  in  the  sense  that  pi/p2  would  decline. 

Any  ideal  of  balance  in  terms  of  demand  changes  alone  must 
therefore  be  rejected  as  an  unnecessarily  costly  objective.  It  would 
neglect  one  half  of  the  picture  - —  that  of  the  limitations  and  possi¬ 
bilities  opened  up  by  changes  in  relative  costs.  When  this  point  is 
admitted,  it  becomes  quite  difficult  to  specify  any  meaning  for  “bal¬ 
ance”  that  is  both  exact  and  interesting.  In  fact,  it  forces  a  return 
to  the  ancient  principle  that  investment  should  be  so  directed  as  to 
keep  returns  approximately  equal  in  all  industries.  The  latter  could 
mean  diversified  expansion  if  relative  costs  remained  constant;  it 
could  mean  complete  specialization  on  one  product  if  its  cost  fell 
more  rapidly  relative  to  other  costs  than  its  price  fell  relative  to  other 
prices.  If  the  nation’s  investment  were,  being  planned  by  one  central 
decision  unit,  with  the  objective  of  raising  real  income  as  rapidly  as 
possible,  it  should  not  be  guided  by  any  predisposition  toward  diversi¬ 
fication.  If  investment  is  left  to  multiple  independent  decisions,  there 
is  no  reason  to  try  to  promote  joint  expansion  by  all  private  investors. 

Apart  from  the  problem  of  changes  in  relative  costs,  the  question 
of  indivisibilities  in  factors  of  production  remains  to  be  examined. 
Nurkse  is  correct  that  this  is  an  important  consideration  with  respect 
to  capital  equipment.  His  view,  quoted  above,  is  that  such  indivisi¬ 
bilities  add  to  the  individual  investment  demand  problem  and,  by 
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implication,  re-enforce  the  argument  for  balanced  growth.  The 
logical  deduction  is  exactly  the  contrary. 

The  basic  problem  of  individual  investment  incentive  is  that 
expansion  of  x\  must  be  expected  to  lead  to  a  decline  in  its  relative 
price.  The  larger  the  minimum  scale  on  which  investment  can  be 
carried  out,  the  greater  the  problem.  But  it  does  not  follow  that,  if 
the  situation  is  indeed  one  in  which  each  individual  project  must  be 
carried  out  on  a  large  scale,  it  would  make  sense  to  try  to  carry  out 
large  projects  in  all  directions  at  once.  Given  any  upper  limit  on 
the  resources  available  for  investment,  a  balanced  program  of  simul¬ 
taneous  large  scale  investment  in  all  fields  becomes  an  impossibility. 
The  real  problem  of  capital  indivisibilities  accentuates  the  familiar 
principle  of  selecting  the  few  best  possibilities.  The  importance  of 
selectivity  gains  rather  than  loses  relevance  in  a  low  income  country. 

The  immediately  preceding  argument  seems  to  lead  to  an  utter 
impasse:  if  large  scale  investment  projects  are  required,  they  do 
accentuate  the  problem  of  the  rate  of  return  on  each  individual 
project,  but  they  surely  also  reduce  any  possibility  of  securing  bal¬ 
anced  growth.  The  key  to  a  solution  is  to  reject  the  principle  of 
domestic  balance,  which  amounts  to  tying  an  unnecessary  anchor  to 
an  economy,  and  take  advantage  of  the  opportunities  provided  by 
trade. 


III.  The  Role  of  International  Trade 

The  reason  that  the  individual  investment  demand  problem  arises 
is  that  the  expansion  of  supply  of  any  one  commodity,  all  others 
being  constant,  will  normally  lead  to  a  decrease  in  the  relative  price 
of  the  good  increased  in  supply.  The  case  for  balanced  growth  starts 
from  the  possibility  that  a  joint  expansion  in  all  sectors  will  alleviate 
this  problem  of  decreasing  prices  for  each  individual  investment 
calculation.  This  case  may  be  misleading  in  a  most  costly  way 
because  of  its  tendency  to  focus  attention  on  production  for  domestic 
markets  only  (alternatively  expressed,  to  plan  to  meet  all  demand 
increases  from  domestic  output).  This  was  the  third  of  the  possible 
interpretive  errors  suggested  at  the  beginning  of  Section  II  above: 
since  increases  in  domestic  income  raise  domestic  but  not  export 
demand,  it  may  be  assumed  that  investment  should  be  guided  entirely 
by  the  pattern  of  increases  in  domestic  demand. 

It  is  true  that  economic  expansion  in  an  underdeveloped  country 
will  not  normally  have  a  significant  effect  on  demand  for  its  exports, 
but  this  surely  does  not  mean  that  all  gains  in  output  should  be 
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directed  to  the  home  market  to  avoid  falling  prices.  The  possibility 
that  supply  expansion  will  have  a  negative  effect  on  the  price  of  the 
commodity  concerned  is  very  clear  when  we  consider  a  closed  low- 
income  economy,  but  not  when  attention  is  shifted  to  the  world 
market.  For  the  latter,  the  increase  in  supply  resulting  from  any 
individual  project  will  normally  be  trivial.  The  extreme  presumption, 
utilized  by  Samuelson  in  his  classic  proof  of  the  gains  from  trade,4  is 
that  external  prices  will  be  completely  unaffected  by  changes  in 
demand  and  supply  in  any  one  country.  If  this  assumption  did 
approximate  reality,  and  if  our  underdeveloped  country  were  to 
achieve  a  domestic  price  structure  permitting  a  balance  between 
exports  and  imports,  then  the  individual  problem  as  posed  by  Nurkse 
would  not  exist. 

The  degree  of  unreality  in  the  assumption  that  world  prices  will 
not  be  affected  by  expansion  of  output  in  any  one  country  cannot 
be  resolved  in  general  terms.  The  normal  effect  must  be  that  an 
increase  in  supply  of  any  one  commodity  will  decrease  its  relative 
price.  But  if  we  are  considering  products  that  can  profitably  be 
exported  at  current  prices,  it  must  surely  be  rather  rare  that  the 
increase  in  supply  from  any  one  investment  project  will  significantly 
alter  the  world  price.  Nurkse  is  quite  right  that  large-scale  expansion 
of  agricultural  output  would  have  a  negative  effect  on  export  prices 
in  many  cases,  but  this  is  not  the  investment  incentive  problem 
with  which  we  are  concerned.  For  individual  projects  in  the  indus¬ 
trial  sector,  few  underdeveloped  countries  are  likely  to  rock  the  world 
price  structure.  If  the  commodity  involved  can  be  exported  at  a 
profit,  the  demand  problem  for  the  individual  investment  project  is 
largely  mythical. 

The  more  important  difficulty  concerns  costs:  given  that  the 
increase  in  supply  from  a  single  project  will  not  normally  change  the 
world  price  for  the  commodity  significantly,  the  producer  in  the 
underdeveloped  country  may  often  find  it  difficult  to  expand  output 
without  running  into  increasing  costs  or  absolute  input  limitations. 
This  problem  will  weaken  investment  incentives  differentially,  dis¬ 
couraging  expansion  of  those  goods  for  which  costs  increase,  and  not 
hampering  investment  in  those  which  can  be  produced  at  constant 
or  decreasing  costs.  Considering  the  latter  lines  of  production  only, 
we  return  to  the  conclusion  that  the  investment  incentive  problem 
is  partly  mythical,  if  the  proper  policy  of  “unbalancing”  production 
and  developing  only  the  country’s  relatively  efficient  industries  is 
chosen. 

4.  The  Gain  From  International  Trade.”  Reprinted  in  Readings  in  the 
Theory  of  International  Trade,  pp.  244-45. 
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But  it  would  be  highly  unrealistic  to  consider  the  problems  of 
investment  incentives  to  be  easily  solved  by  a  policy  of  promoting 
specialization  and  trade.  Transport  and  market  entry  costs,  effec¬ 
tively  supplemented  by  deliberate  import  restrictions,  often  preclude 
access  to  external  markets.  More  generally,  the  relative  inflexi¬ 
bility  of  management  techniques  and  the  slow  process  of  developing 
diversified  skills  in  the  underdeveloped  countries  make  it  highly  diffi¬ 
cult  to  keep  adjusting  effectively  to  world  market  conditions.5  It  is 
also  true  in  some  cases  that  national  economic  policy  aggravates  the 
problem  by  maintenance  of  an  overvalued  currency,  which  is  a 
supremely  potent  device  for  limiting  the  market.  Currency  over¬ 
valuation  sustains  conditions  of  market  isolation  in  which  the  analysis 
of  a  closed  economy  becomes  relevant.  But  the  difficulty  cannot  be 
wished  away.  If  there  is  a  continuing  one-way  trend  towards  external 
deficits,  arising  from  relatively  low  productive  flexibility  in  the  under¬ 
developed  country,  then  the  additional  problems  generated  by 
repeated  devaluation  might  well  be  too  great  to  allow  continuing 
adjustment  of  internal  to  external  prices.6  I.e.,  we  must  expect 
national  markets  in  underdeveloped  countries  to  be  cut  off  from 
world  markets  in  some  degree,  even  given  complete  avoidance  of  any 
deliberate  policy  of  seeking  domestic  balance.  To  the  extent  that 
domestic  prices  do  systematically  exceed  the  domestic  currency 
equivalent  of  possible  export  prices,  the  investment  incentive  problem 
remains  a  real  consideration. 

The  idea  of  efficient  resource  allocation  through  trade  is  appli¬ 
cable  with  special  force  to  the  situation  of  an  underdeveloped  country. 
It  encourages  investment  in  those  industries  which  can  contribute 
most  to  raising  income,  and  it  avoids  the  high  cost  of  striving  for 
internal  balance  in  an  economy  in  which  factors  or  production  are 
just  beginning  to  be  oriented  toward  the  flexibility  required  for 
diversified  production.  There  is  no  genuine  economic  case  for  a 
policy  of  domestic  balance.  But  there  is  a  core  of  reality  to  the 
problem  of  investment  incentives  within  limited  markets  where  new 
projects  add  significantly  to  existing  supply.  This  problem  provides 
some  basis  for  a  policy  of  co-ordinating  investment,  once  the  issue  is 
separated  clearly  from  any  misleading  argument  for  balance  between 
domestic  production  and  domestic  demand. 

5.  Cf.  C.  P.  Kindleberger,  The  Terms  of  Trade  (New  York,  1956),  chap.  10, 
esp.  p.  253. 

6.  No  one  has  better  expressed  the  difficulties  involved  in  a  continuing 
process  of  devaluation  than  Nurkse,  in  International  Currency  Experience,  League 
of  Nations,  1944,  chap.  5. 
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IV.  Interdependence  of  the  Rate  of  Return  on  Capital 
and  the  Rate  of  Economic  Growth 

The  valid  element  in  the  balanced  growth  concept  is  the  principle 
that  the  rate  of  return  on  capital  is  a  positive  function  of  the  rate  of 
economic  growth.  For  an  increment  of  capital  of  given  physical  pro¬ 
ductivity,  the  rate  of  return  rises  with  the  price  of  the  product,  and 
the  price  of  the  product  rises  with  the  supply  of  all  other  products. 
This  relationship  provides  a  possible  basis  for  a  policy  of  co-ordinated 
joint  investment,  though  its  usefulness  is  limited  by  several  offsetting 
considerations. 

To  amplify  the  positive  case  for  a  co-ordinated  investment 
program,  consider  first  the  operation  of  a  unified  central  authority 
directed  to  formulate  a  plan  to  carry  out  all  projects  which  would 
yield  a  return  of,  say,  20  per  cent.  In  principle,  the  authority  could 
take  account  of  all  the  changes  in  factor  and  product  prices  that 
would  result  from  any  proposed  program.  Expansion  of  supply  for 
any  given  product  would  tend  to  lower  its  relative  price,  but  the 
offsetting  effect  of  increasing  supplies  of  other  products  could  be 
anticipated.  In  contrast  to  this,  if  investment  were  determined  in 
multiple  private  decisions  taken  independently,  the  potential  investors 
could  not  rely  on  the  helpful  effect  of  increasing  supplies  of  products 
other  than  their  own.  Except  for  export  goods,  the  expected  price 
of  the  product  would  (probably)  be  lower  than  the  price  anticipated 
by  a  central  authority  able  to  foresee  all  other  supply  changes.  The 
individual  investor’s  estimate  of  revenue  may  thus  be  said  to  be 
systematically  biased  downward:  for  the  same  target  rate  of  return, 
fewer  projects  would  appear  to  qualify. 

One  immediately  apparent  offsetting  consideration  concerns 
input  costs.  The  individual  investor  may  neglect  favorable  demand 
effects  of  simultaneous  expansion  in  other  lines,  but  if  so  he  probably 
would  also  neglect  unfavorable  effects  on  the  prices  of  required  factors 
of  production.  A  central  authority  would  be  able  to  foresee  when 
two  promising  projects  would  each  need  more  than  half  of  the  limited 
supply  of  a  strategic  input,  and  could  accordingly  reject  one  of  them; 
two  independent  investors  might  jointly  underestimate  their  costs 
and  arrive  at  more  optimistic  expectations  than  would  the  central 
authority.  This  does  not  mean  that  the  unco-ordinated  approach  is 
to  be  preferred  it  could  lead  to  very  wasteful  capital  formation 
where  co-operating  factors  are  in  short  supply  —  but  it  does  mean 
that  the  argument  for  a  systematic  downward  bias  in  expected  returns 
is  weakened. 
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The  degree  to  which  this  cost  aspect  is  important  depends  on  the 
elasticity  of  supply  of  all  factors  of  production.7  If  the  particular 
country  has  abundant  raw  materials,  and  excess  labor  possessing 
required  skills,  the  objection  drops  out  of  the  picture  and  leaves  a 
strong  case  for  a  co-ordinated  program.  The  degree  to  which  any 
particular  country  approaches  these  conditions  is  an  empirical  ques¬ 
tion  to  be  investigated  in  each  specific  case. 

The  most  important  supply  question  concerns  the  availability  of 
skilled  labor  and  effective  management.  If  these  are  in  fixed  supply, 
then  (a)  the  case  for  joint  capital  formation  is  very  weak,  and  (b)  the 
country  is  not  likely  to  get  anywhere  very  fast  whatever  it  does. 
Diminishing  returns  to  capital  would  be  a  potent  consideration:  any 
one  project  would  be  likely  to  lower  possible  returns  for  others.  But 
where  countries  are  starting  from  disequilibrium  conditions  with 
excess  manpower,  and  where  strong  efforts  are  being  devoted  to  train 
required  skills,  the  borderline  of  diminishing  returns  to  capital  may 
well  be  moving  away  faster  than  the  supply  of  capital  increases. 

A  further  possible  objection  to  the  positive  case  for  co-ordinated 
expansion  is  that  independent  investors  are  themselves  capable  of 
basing  their  calculations  on  the  expectation  of  rising  income,  and  thus 
need  not  consistently  underestimate  the  probable  prices  of  their 
products  when  supply  is  increased.  This  possibility  must  surely 
depend  upon  actual  experience.  If  income  has  risen  very  slowly  at 
best  in  the  past,  private  entrepreneurs  are  likely  to  forecast  invest¬ 
ment  results  on  the  expectation  of  little  future  income  change,  and 
thereby  to  anticipate  serious  adverse  effects  on  prices  from  discrete 
increases  in  supply.  Where  the  aim  is  to  replace  past  stability  by 
rising  income,  a  co-ordinated  program  may  be  necessary  until  the 
evidence  of  success  begins  to  affect  independent  investment  cal¬ 
culations. 

The  preceding  arguments  can  be  expressed  in  terms  of  the  general 
concept  of  market  interdependence.  The  demand  for  xl  is  a  positive 
function  of  the  supply  of  all  other  commodities.  But  an  increase  in 
the  supply  of  other  commodities  may  also  raise  the  cost  of  production 
of  x\ ;  it  will  not  necessarily  raise  the  rate  of  return  on  investment  in 
its  production.  This  negative  cost  effect  will  not  result  if  productive 
factors  are  highly  elastic  in  supply,  or  if  technological  change  permits 
the  expansion  without  raising  input  requirements.  The  presumption 
should  ordinarily  be  that  capital  formation  will,  by  increasing  the 
total  supply  of  productive  factors  in  the  economy,  raise  real  income 

7.  Cf.  Fleming’s  thorough  discussion  of  cost  aspects,  note  3  above,  p.  184. 
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and  have  a  net  positive  effect  on  many,  though  surely  not  all,  other 
industries. 

The  proposition  here  differs  from  Nurkse’s  argument  in  several 
respects,  as  amplified  in  this  and  preceding  sections.  The  major  dif¬ 
ference  here  is  the  point  that  any  co-ordinated  program  should  be 
concentrated  on  those  focal  industries  in  which  returns  are  highest, 
taking  into  account  conflicting  claims  for  scarce  resources.  Concen¬ 
tration  on  the  few  best  industries  should  be  the  guiding  rule  of  any 
program  to  raise  income.  The  positive  effect  is  completely  disasso¬ 
ciated  from  any  concept  of  desirable  diversification.  The  expected 
return  on  investment  in  production  of  x\  is  a  function  of  the  supply 
of  all  other  products,  not  of  the  rate  at  which  they  can  be  produced 
domestically.  If  x<l  can  be  secured  at  a  lower  cost  through  trade  (in 
terms  of  x\  exported)  than  it  can  be  obtained  by  diverting  domestic 
resources  from  the  production  of  xlt  then  income  growth  will  be  maxi¬ 
mized  by  concentration  on  the  production  of  xx.  I.e.,the  incentive  to 
invest  is  not  a  function  of  the  degree  of  balance  in  domestic  produc¬ 
tion,  but  of  the  growth  of  real  income. 

V.  Conclusions 

The  appeal  of  the  balanced  growth  concept  is  highly  understand¬ 
able.  “Balance”  just  cannot  be  undesirable.  But  a  policy  based  on 
a  misleading  interpretation  of  what  economic  balance  means  can  be 
decidedly  harmful.  The  literature  on  this  concept  lends  itself  much 
too  readily  to  misinterpretation.  The  valid  general  point  is  suffi¬ 
ciently  important  to  enlist  interest,  and  sufficiently  imprecise  to 
invite  trouble. 

The  genuine  insight  in  the  argument  derives  from  a  basic  prin¬ 
ciple  of  general  equilibrium.  As  explained  in  Section  IV  above,  it  is 
correct  to  state  that  the  expected  rate  of  return  on  investment  in  any 
specific  project  is  a  positive  function  of  the  rate  of  growth  of  real 
income.  This  relationship  offers  scope  in  some  cases  for  raising  the 
ratio  of  investment  to  income  in  the  market-determined  sector  of 
the  economy  by  a  planned  investment  program  which  itself  increases 
income.  But  this  valid  point  can  easily  lead  astray  in  two  critical 
respects. 

In  the  first  place,  the  possible  negative  effect  of  capital  formation 
on  costs  must  be  carefully  assessed.  This  may  be  a  dominant  adverse 
consideration  when  supplies  of  co-operating  factors  are  fixed  and 
external  economies  not  present  in  the  particular  projects  undertaken. 
The  strength  of  the  positive  case  rests  on  the  availability  of  co-operat- 
ing  factors  in  excess,  or  at  least  highly  elastic,  supply. 
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Secondly,  the  concept  of  balance  may  be  very  misleading  for 
policy  in  so  far  as  it  suggests  deliberate  guidance  of  investment  in 
directions  matching  the  pattern  of  increases  in  domestic  demand.  It 
shifts  attention  away  from  the  possibility  of  raising  income  more 
rapidly  by  concentrating  on  production  of  those  goods  which  fall  in 
relative  cost,  and  trading  them  for  goods  which  rise  in  relative  cost 
as  domestic  expansion  proceeds.  Balancing  domestic  production  and 
demand  would  make  sense  only  in  the  most  exceptional  case  that 
relative  costs  remained  constant  as  output  increased.  Taking  the  real 
problem  of  capital  indivisibilities  into  account  further  strengthens, 
not  weakens,  the  case  for  specialization  and  trade. 

There  is  a  case  for  a  co-ordinated  investment  program.  It  should 
normally  include  several  industries,  and  should  probably  not  in  the 
usual  case  be  concerned  primarily  with  investment  in  agriculture. 
But  the  general  objective  of  any  such  program,  and  guiding  policy 
for  the  underdeveloped  country,  should  be  the  traditional  one  of 
economizing  in  the  use  of  resources  by  “unbalancing”  production  in 
the  direction  of  goods  produced  with  relatively  greatest  efficiency. 
There  is  no  valid  point  in  the  concept  of  balanced  growth  which  sug¬ 
gests  any  useful  departure  from  this  principle.  The  possibilities  of 
gain  from  trade  are,  unhappily,  limited  by  numerous  real  impedi¬ 
ments.  But  the  underdeveloped  countries  can  hardly  gain  by  inde¬ 
pendent  policies  multiplying  such  impediments.  The  return  on 
investment  projects  in  all  of  them  will  increase  with  the  extent  of 
the  market  which  the  investment  may  serve,  and  that  extent  is 
effectively  decreased  by  pursuit  of  domestic  balance.  The  term 
“balance”  can  be  downright  unhelpful  applied  to  any  one  nation 
taken  alone,  but  could  have  a  most  useful  meaning  as  a  policy  of 
co-ordinating  investment  internationally. 

John  Sheahan. 


Williams  College 


WHAT  IS  THE  ECONOMIC  SYSTEM? 


By  David  McCord  Wright 


Introduction,  198.  —  I.  Concepts  of  equilibrium  and  the  “machine,”  198. 
—  II.  Difficulties  with  the  concept  of  the  “machine,”  200.  —  III.  The  “event” 
approach,  202.  —  IV.  Major  limitation  of  the  “event”  approach,  205.  —  V. 
Implications  of  the  “event  approach,  208.  —  VI.  Summary,  210. 

What  is  the  economic  system?  In  what  terms  may  we  best 
think  of  it?  Of  course  there  are  basic  objective  data  which  remain 
the  same  no  matter  how  we  think  of  them,  or,  indeed,  whether  we 
think  of  them  at  all.  But  one  of  the  complicated  points  about  eco¬ 
nomics  is  that  our  thoughts  and  beliefs  (and  changes  in  them)  are 
part  of  the  “objective”  data.  And  even  if  this  were  not  the  case 
there  would  still  be  few  students  of  scientific  methodology  who  would 
deny  the  importance,  for  good  or  ill,  of  the  accuracy  and  usefulness 
of  the  basic  analogies  and  abstractive  schemes  which  any  science 
,  employs.  And  so  I  ask  again  —  what  “is”  the  economic  system  — 
what  set  of  concepts,  what  “picture,”  can  we  hold  in  our  minds  as 
being  the  most  nearly  accurate  and  the  most  useful  description 
available? 


I 


Economics  has  made  use  of  many  analogies  and  many  figures  in 
its  time.  From  about  1880,  and  until  quite  recently,  for  example,  the 
implicit  concept  most  employed  was  that  of  an  “equilibrium.”  A 
number  of  forces  simultaneously  existing  are  thought  of  as  pushing 
against  each  other,  within  a  market,  toward  a  state  of  balance  and, 
once  attained,  this  balance  will  remain  undisturbed  until  some  new 
force  intrudes.  The  concept  is,  in  a  sense,  “spatial”  and  not  temporal. 
It  focuses  upon  ‘adjustment”  within  an  industry  or  area,  not  move¬ 
ment  in  time,  or  general  expansion.1  Thus  the  economy  may,  for 
example,  be  visualized  as  a  bowl  of  water.  Somebody  drops  in  a 
brick.  The  water  quivers.  Then  a  new  calm  ensues. 

But  with  the  study  of  business  cycles,  and  particularly  with  the 
a  vent  of  Keynesian  economics,  basic  analogies  have  greatly  changed 
- 1  ough  the  process  has  been,  to  a  considerable  extent  an  uncon- 


1.  The  movement  toward  adjustment  taking  place  over  time  in  other  words 
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sciousness  one.  No  longer  are  we  thinking  of  balls  in  a  bowl,  or 
water  in  a  bowl,  or  “forces”  simultaneously  pulling  (or  pushing)  each 
other.  We  begin  instead  to  think  of  the  economic  system  in  terms  of 
the  construction  of,  and  flow  of  material  through  a  sort  of  machine. 
There  is  supposed  to  be  some  great  maximum  “engine”  that  could 
be  built  which,  taken  in  conjunction  with  the  assumed  labor  force, 
tastes,  resources,  technique  and  so  on  would  give  the  maximum  pos¬ 
sible  standard  of  living.  The  aim  is  to  get  that  machine  built,  with 
a  minimum  of  waste  and  maximum  of  efficiency  in  the  co-ordination 
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FIGURE  I 


of  its  parts.  Also  we  want  to  persuade  people  to  consume  the  prod¬ 
ucts,  which  the  machine  will  turn  out,  soon  enough  to  offset  deflation. 

The  machine  analogy  is  implicit  in  Chapter  18  of  the  General 
Theory,  and  still  more  so  in  Chapter  24.  It  deeply  colors,  in  my 
opinion,  most  of  our  “development  of  backward  areas”  thinking  and 
it  may  be  found  in  many  other  places.  In  nearly  the  whole  “model” 
literature  one  finds,  indeed,  the  concept  of  a  given  increase  in  desired 
output  automatically  and  reflexively  influencing  the  size  of  input 
and  the  size  of  equipment.  “Labour  working  with  capital  upon  mate¬ 
rials  to  produce  output.”  See,  for  example,  J.  R.  Hicks:  The  Social 
Framework. 

Certainly  the  idea  of  an  integrated  machine  and  of  the  processing 
of  output  is  a  great  gain  in  realism  and  applicability.  But  the  prac¬ 
tical  consideration  of  economic  forecasting  and  economic  policy  has 
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led  me  to  feel  even  the  “machine”  picture  increasingly  inadequate. 
Suppose  we  assume  such  an  economic  machine,  completely  built  up 
and  in  a  stationary,  equilibrium,  state.  Economic  production  under 
those  circumstances  would  be  a  smooth,  evenly-repeated  flow.  Sup¬ 
pose  there  are  four  “stages”  in  production  (see  Figure  I).  We  can 
then  draw  the  economy  as  follows : 

Each  “stage”  is  exactly  dovetailed  into  the  preceding  one. 
Whether  all  four  stages  are  under  the  same  control  makes  no  differ¬ 
ence.  The  control  units  in  the  upper  stages  are  slavishly  producing 
for  those  in  the  lower  stages.  Today’s  producer  of  raw  material,  to 
be  sure,  is  in  fact  producing  for  a  final  act  of  consumption,  four  “days” 
away.  But  this  makes  no  difference.  For  the  upper  stage  producer 
knows  that  today’s  final  sale  and  the  one  four  days  away  are  going 
to  be  identical.  “Time  marches  on.” 

But  now,  alas,  as  Roy  Harrod  points  out,  the  devil  in  the  form 
of  net  saving  steps  in.  The  machine  begins  to  grow  in  size.  Immedi¬ 
ately  comes  the  need  of  “fitting”  the  additional  capacity  into  the 
already  functioning  “machine.”  Furthermore,  we  will  find  that  even 
if  population  has  started  to  grow,  and  we  are  therefore,  for  the  most 
part,  merely  expanding  plant  and  output,  a  certain  amount  of 
redesigning  is  necessary  for  efficient  operation.  The  machine  and 
its  operation  have  to  be  seen  in  much  more  complicated  terms.  And 
if  we  bring  in  new  invention,  complication  increases  still  more.  Thus 
the  “machine”  analogy  must  be  given  its  most  complicated  and 
realistic  formulation  as  follows: 

“Imagine  a  sausage  machine  in  full  blast  with  people  hard  at  work  cranking 
out  sausages.  Yet  imagine  that  at  the  very  same  time  at  which  some  men  are 
trying  to  grind  out  sausages,  other  people  are  taking  parts  of  the  machine  to  pieces 
—  adding  to  them,  repairing  them,  changing  them  altogether  .  .  .  People  trying 
to  turn  the  crank  will  find  themselves  interrupted  by  others  who  want  to  take 
out  the  old  crank  and  put  in  a  new  one.  Or,  just  as  things  are  going  smoothly, 
someone  will  try  to  redesign  the  whole  machine.  Or  some  part  will  break  down 
in  the  middle  of  the  whole  process  and  have  to  be  replaced.  Yet  this  picture  of  a 
machine,  being  operated,  expanded,  repaired,  and  improved,  all  at  once,  is  a  true 
and  faithful  picture  of  any  economic  system  trying  to  grow.”2 

II 

So  far  so  good!  But  just  at  this  point  in  my  thinking  I  have 
found  myself  being  switched  on  to  quite  another  track.  The  impulse 
for  the  switch  comes  not  from  abstract  reflection  but  from  problems 
of  practical  forecasting  and  practical  price  analysis.  Furthermore, 

2.  David  McCord  Wright,  A  Key  to  Modem  Economics  (New  York:  Mac¬ 
millan,  1955),  p.  46. 
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the  consequences  of  the  change  in  approach  become  quite  considerable. 

Most  people  in  weighing  the  picture  of  the  economic  system  just 
given,  will  be  struck  most  by  the  discontinuities  and  interruptions 
which  are  implied  in  it.  But  it  is  not  discontinuities  and  interruptions 
which  will  be  found,  upon  reflection,  to  be  the  really  basic  change. 
What  has  most  basically  happened  is  that  the  demand  for  the  product 
of  the  upper  stages  of  production  is  no  longer  uniquely  linked  to  the 
output  or  even  the  expected  output  of  the  lower  stages. 

Here  we  may  run  over  very  briefly  the  reasons  why  the  linking 
is  no  longer  mechanical,  and  why,  in  a  growing,  changing,  economy, 
current  investment  no  longer  need  be  determined  either  by  current 
or  expected  consumption.  The  writer  has  elsewhere  used  the  example 
of  beer  sales  and  breweries.  Under  what  circumstances  might  a  new 
brewery  be  built  even  when  beer  prices  or  beer  sales  are  falling? 
There  are  three  of  them  —  the  “better”  beer,  the  “cheaper”  beer, 
and  the  “bull-headed”  brewer.  The  first  two  cases  are  obvious.  The 
third  case  is  one  in  which  a  business  man  believes  himself  to  be  wiser 
than  the  market.  He  thinks  things  will  improve,  so  he  builds  now. 
And  it  is  undeniable  that  in  building  now  he  may  make  them  improve. 
Finally,  and  expanding  the  analogy,  there  are  projects  built  to  meet 
a  long-run  trend,  e.g.,  roads,  bridges.  To  these  a  drop  in  immediate 
consumption  is  a  matter  of  indifference  —  even  encouragement. 

The  full  impact  of  what  we  have  just  said  is  realized  only  when 
we  grasp  that  all  these  cases  —  the  better  product,  the  cheaper 
product,  the  “bull-headed  businessman,”  and  the  long-range  type 
product  can  occur  at  any  stage  of  the  flow  of  goods  through  the 
process  of  production  (incidentally  we  must  remember  that  this  flow 
is  not  a  simple  linear  one,  but  filled  with  “loops  and  whirlpools”). 
Anywhere,  in  Figure  I,  for  example,  in  the  progress  of  production 
from  stage  I  to  stage  IV,  sudden  “autonomous”  increases  ordecreases 
of  demand  can  occur.  The  businessman,  then,  who  thinks  only  in 
terms  of  final  sales  to  consumers,  or  the  forecaster  preoccupied  with 
consumption,  may  alike  find  themselves  caught  in  deep  and  dis¬ 
astrous  errors. 

The  beauty  of  the  machine  analogy,  however,  even  with  some 
technical  change  admitted,  was  that  it  rendered  the  optimum  output 
of  each  stage  an  “objective”  fact  determined  by  the  current  require¬ 
ments  of  the  next  stage  down.  But  once  the  decision-maker  realizes 
the  possibility  of  autonomous  unexpected  change  in  the  lower  stages 
of  the  economy,  he  will  no  longer  (if  he  is  intelligent)  respond  blindly 
to  increases  or  decreases  in  current  orders  from  below.  He  may 
hold  off,  for  example,  and  wait  to  see  if  the  new  demand  will  keep  up. 
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We  will  see  later  on  that  no  "monopoly”  power  is  implied  in  such  a 
phenomenon.  But  it  is  just  at  this  point  that,  abandoning  the 
mechanical  analogy,  I  have  passed  through  into  a  quite  different 
concept  of  the  economic  system. 

Ill 

What  “is”  the  economic  system?  In  what  terms  may  we  most 
accurately  and  usefully  think  of  it?  The  answer  to  which  practical 
experience  and  theoretical  reflection  have  now  alike  brought  me  is 
that  the  economic  system,  in  a  growing,  changing  society,  may  be 
most  effectively  and  accurately  understood  not  in  terms  of  an  "equi¬ 
librium”  of  "spatial”  forces,  nor  yet  in  terms  of  the  construction  of, 
and  flow  of  materials  through  a  machine,  but  rather  as  a  series  of 
what,  following  Whitehead,  I  will  call  “events.”  Putting  the  funda- 
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FIGURE  II 

mental  idea  more  concretely,  I  submit  that  the  best  method  of 
approaching  the  economic  system  is  to  think  of  it  in  terms  of  a 
consecutive  series  of  roughly  simultaneous  decisions  being  made  by 
a  number  of  coexisting  but  only  partially  codeterminant  decision 
units,  within  (conceptually)  discreet  intervals  of  experience-and- 
decision-time!  The  basic  units  for  the  grouping  and  analysis  of  our 
knowledge  of  economic  behavior  become,  in  other  words,  on  the  one 
hand  the  individual  decision  by  the  decision  unit,  and  on  the  other 
the  interval  of  experience-plus-decision  time  "within”  which  the  coeval 
but  only  partly  codeterminant  decisions  are  grouped. 

Perhaps  it  will  help  at  this  point,  if  we  show  diagrammatically 
the  shift  in  emphasis  which  is  involved  in  our  switch  from  mechanical 
process  to  consecutive  "event.”  In  Figure  I  we  showed  a  smooth, 
continuous,  and  repeated  flow  of  materials  through  four  stages  of 
production.  The  important  element  was  the  study  of  the  flaw.  But 
now  in  Figure  II,  instead  of  studying  the  entire  flow,  we  isolate  a 
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single  “day”  of  it.  Instead  of  showing  the  decision  units  I,  II,  III 
and  IV  as  parts  of  a  diagonal  flow,  we  show  them  as  “spatially” 
superimposed  but  “temporally”  in  isolation.  We  have  ceased,  in 
other  words,  to  think  of  the  path  of  a  good  from  raw  material  to 
final  sale  and  have  concentrated,  instead,  upon  a  time-band  drawn 
across  the  flow  of  goods  in  process. 

What  is  the  reason  for  this  shift  from  flow  to  time  interval? 
The  answer  is  a  simple  one.  In  a  growing,  changing  society  the 
movement  of  materials  through  stages  of  production  is  no  longer  a 
smooth  automatic  predetermined  process.  Instead  it  is  a  movement 
-which,  from  decision  period  to  decision  period,  is  “held  up,”  concep¬ 
tually  (and  sometimes  practically)  for  reconsideration,  replanning  and 
possibly  redirection  in  the  light  of  the  experience  of  the  past  interval 
and  the  anticipations  which  each  decision  unit  entertains  concerning 
the  future.  The  production  decision  of  each  decision-unit  “today,” 
in  other  words,  is  an  historical  individual.  It  does  not,  we  shall 
shortly  see,  flow  mechanically  from  the  past  period,  nor  is  the  decision 
of  a  future  period  mechanically  determined  by  that  of  the  present 
one.  When  therefore  we  begin  to  study  either  prediction  or  output 
policy  for  the  economy  as  a  whole,  or  for  the  behavior  and  develop¬ 
ment  of  the  individual  “firm”  or  decision  unit  over  time,  we  want  to 
isolate  and  concentrate  particularly  upon  precisely  this  phenomenon 
of  decision,  experience,  reconsideration,  replanning  and  redirection. 
And  it  is  this  process  of  re-evaluation  which,  in  my.  opinion,  is  best 
analyzed  in  terms  of  Whitehead’s  “event.” 

“An  event,”  says  Whitehead,  “has  contemporaries.  This  means 
that  an  event  mirrors  within  itself  the  modes  of  its  contemporaries 
as  a  display  of  immediate  achievement.  An  event  has  a  past.  This 
means  that  an  event  mirrors  within  itself  the  modes  of  its  predeces¬ 
sors,  which  are  fused  into  its  own  content.  An  event  has  a  future. 
This  means  that  an  event  mirrors  within  itself  such  aspects  as  the 
future  throws  back  on  the  present,  or,  in  other  words,  as  the  present 
has  determined  concerning  the  future.  An  event  has  anticipation: 

‘The  prophetic  soul 

Of  the  wide  world,  dreaming  on  things  to  come.’  ”3 

In  this  passage  Whitehead  has,  I  submit,  given  us  precisely  the 
framework  which  we  need  for  an  approach  to  fundamental  economic 
analysis.  In  attempting  to  diagnose  and  predict  the  behavior  of  the 
economic  system  we  can  think  of  that  system  as  a  continual  process 

3.  A.  N.  Whitehead,  Science  and  the  Modem  World,  p.  106  (italios  added). 
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of  repeated  open-ended  decision-making.  The  decisions  are  made  by 
the  decision-units,  and  the  resulting  policies  come  up  against  objec¬ 
tive  relationships  and  conditions,  and  also,  to  a  considerable  extent 
—  but  never  completely  —  against  each  other.4  Then  the  decision- 
units  in  the  light  of  the  experience  thus  gained,  re-examine  and 
remake  their  plans  for  the  next  “period.”  But  the  fundamental  point 
is  that  the  redirection  from  period  to  period  through  “forecast  and 
repetition”  is  never,  empirically  anyhow,  a  purely  determinate 
process.  Why  so? 

Each  decision  unit,  about  to  act,  will  have  available  its  record 
of  past  experience  —  which  includes  the  past  acts  of  the  other  relevant 
units.  Obviously  this  past  experience  will  greatly  affect  the  impend¬ 
ing  new  decision.  Each  unit  will  feel  some  degree  of  pressure  from 
the  coeval  ideas  and  acts  of  its  contemporaries.  But  each  unit  will 
also  recombine  these  external  stimuli  in  one  final  “decision-mix”  with 
the  subjective,  private  world  of  individual  “hunches,”  aspirations, 
opinions  and  personality  traits  of  the  men  who  compose  the  given 
decision  unit.  No  two  individuals,  and  hence  no  two  decision  units 
composed  of  individuals,  act  in  the  same  frame  of  reference  or  even 
exist,  really,  in  the  same  apprehended  world.  There  is,  of  course,  a 
body  of  objective  fact  “today.”  But  that  body  of  objective  fact  is 
variously  interpreted  “today”  through  the  psychic  “lenses”  of  thou¬ 
sands  of  private  worlds.  To  be  sure,  the  decisions  reached  “today” 
through  these  psychic  lenses  meet  externally  to  shape  the  objective 
facts  of  “tomorrow.”  But  “tomorrow”  is  no  more  homogeneous 
or  closed  a  system  than  today.  For  what  happens  “objectively” 
tomorrow  is  again  variously  refracted  by  private  psychic  lenses,  and, 
still  more  important,  is  again  reflexively  re-examined  in  the  light  of 
independent  and  shifting  private  ideal  values,  before  the  decisions 
for  “day-after-tomorrow’s”  policy  are  reached. 

Two  points  are  involved  here  and  must  be  distinguished.  First, 
the  psychic  lenses  are  different.  But  there  is  a  still  further  source  of 
spontaneous  novelty  (and  resultant  possible  confusion).  No  human 

4.  Among  these  “objective”  facts  are  the  market  relationships  usually 
studied.  I  do  not  mean  to  deny  their  importance.  But  I  do  feel  they  should  be 
studied  not  in  isolation  but  as  part  of  the  decision-experience-redecision  approach 
we  are  using.  This  is  particularly  important  in  view  of  the  elements  of  spontaneity 
and  futurity  shortly  to  be  stressed.  So  far  as  “equilibrium”  theory  goes  even  if 
we  knew  what  the  ultimate  static  equilibrium  would  be,  it  is  a  commonplace  that 
the  system  is  likely  to  experience  a  new  change  before  the  equilibrium  has  been 
reached.  But  what  is  less  often  realized  is  that  the  motivation  and  analysis  of 
adjustment  to  continual  maladjustment”  may  be  decidedly  different  from  the 
simple  blind  maximization  of  present  income  often  postulated-  See  below 
sec.  V  of  this  paper.  ’ 
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decision  unit,  I  submit,  can  be  thought  of  as  an  entirely  closed  system 
shaped  merely  by  its  historical  conjuncture  and  its  own  “personality.” 
Nearly  all  units  have  in  greater  or  less  degree,  I  believe,  some  ability 
to  reach  out  and  apprehend  what  I  have  called  “novel  combinations 
of  the  eternal  objects”  —  those  latent  patterns  of  potentiality  — 
scientific,  aesthetic,  moral  and  social  —  ever  present  in  the  universe 
but  not  obviously  so  only  latently.  Man’s  consciousness,  and  here, 
remember,  I  speak  purely  empirically,  will  be  found  on  the  basis  of 
practical  experience  often  to  have  a  fundamentally  (in  the  present 
state  of  science  anyhow)  inexplicable  ability  sometimes  unpredictably 
to  transcend  its  surroundings  and  to  come  into  rapport  with  latent 
novel  patterns  largely,  or  quite  outside  the  known  frame  of  its  initial 
socio-temporal  occasion.  Genuine  novelty  enters  the  world  when 
some  mind  registers  such  a  contact  —  and  such  contacts  can  occur  in 
many  fields  and  in  many  degrees.  The  values  among  which  men 
choose  are  not  always  those  of  their  own  time  or  even  those  of  which 
they  have  heard  or  read! 

So  far  as  the  means  within  our  disposal  are  concerned,  these 
choices  and  contacts  are  undetermined  and  indeterminate.  What 
they  are  in  the  metaphysical  acts  of  faith  of  the  100  per  cent  mate¬ 
rialist,  or  in  the  eye  of  God,  is  not  our  province  here.  We  speak  here 
on  a  practical  level  and  from  a  practical  level,  “spontaneous”  novelty, 
inexplicable  or  not,  is  a  fact  that  must  be  allowed  for.5 

IV 

Back  now  to  economics.  The  major  limitation  of  the  “event” 
approach  is  found  in  trying  to  select,  practically,  an  appropriate  time 
interval.  Difficulties  of  selection,  furthermore,  bring  us  into  contact 
with  a  group  of  subordinate  phenomena  which  we  must  be  careful 
not  to  overlook  in  our  final  picture.  J.  R.  Commons  made  his  basic 
unit  not  the  “event”  but  the  “transaction.”*  What  is  the  difference? 

5.  This  whole  problem  is  confused  by  an  insidious  bias  in  language.  When¬ 
ever  we  “explain”  language  forces  us  to  imply  unilateral  causality.  Thus  we  say 
Joe  Brown  chose  to  accept  such  and  such  a  value  “because"  of  such  and  such. 
The  implicit  (and  illegitimate)  meaning  conveyed  is  that  Joe  had  to  accept  the 
value  —  that  the  pull  of  that  value  was  so  great  he  could  not  resist  it.  The  fact 
is,  however,  that  all  we  have  really  seen  is,  objectively,  an  act  of  choice.  But  the 
observance  of  the  act  of  choice  gives  no  necessary  proof  that  a  particular  selection, 
among  alternatives,  was  inevitable  and  “imposed”  upon  the  chooser  by  circum¬ 
stances.  Yet  as  soon  as  we  “explain,”  language  forces  us  into  precisely  such  an 
unwarranted  implication.  “For  what  he  did  explain  he  also  did  determinate.” 
Language  forces  us  to  read  explanation  (i.e.,  determination)  into  what  is  in  fact 
just  description. 

6.  J.  R.  Commons,  Institutional  Economics. 
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Well,  all  transactions  are  events  but  not  all  events  are  transactions. 
The  word  transaction,  as  I  see  it,  concentrates  upon  dealings  between 
decision  units.  But  our  event-and-decision  approach  concentrates 
upon  the  formulation,  within  decision  units,  of  policies  for  future 
action.  Actions,  of  course,  necessarily  involve  transactions,  but  not 
necessarily  redirections  of  policy.  Perhaps  decisions  can  best  be 
ranked  in  the  degree  of  “futurity”  and  “externality”  which  they 
involve.  By  “futurity”  we  will  mean  the  degree  to  which  the  deci¬ 
sion  is  based  upon  expected  conditions  rather  than  existing  ones.  By 
“externality”  we  will  mean  the  degree  to  which  the  decision  and 
ensuing  act  is  merely  a  passive  response  to  external  pressure  rather 
than  a  free  choice  of  an  individually  determined  policy. 

In  old-fashioned  classical  equilibrium  market  economics,  there  is 
almost  no  conscious  “futurity”  or  positive  policy.  Supplies  are 
dumped  on  the  market,  “blindly”  exchanged,  and  a  new  price  “auto¬ 
matically”  determined  (as  set  by  the  marginal  pairs).  Only  at  the 
end  of  the  “day”  will  there  be  any  re-examination.  The  fishermen, 
say,  can  then  decide  whether  or  not  to  go  back  to  sea  for  the  next 
market-day  s  catch.  Even  here,  however,  there  is  rather  less  exter¬ 
nality  and  blind  automatism  than  often  supposed.  The  bargaining 
ability  of  “good  traders”  may  give  results  notably  different  from 
what  the  “objective”  marginal  pairs  —  if  we  knew  them  —  would 
initially  have  dictated.  However  that  may  be,  when  we  turn,  on 
the  other  hand,  to  an  act  of  investment  —  say  the  construction  of  a 
new  plant  it  will  be  found  that  that  may  be  almost  all  futurity  and 
independence,  and  may  involve  only  a  minimum  of  objective,  present 
conceptual  market  competition  with  other  factories  presently  produc- 
ing  the  same  product.  Thus  a  full  theory  of  economic  activity  will 
contain  both  the  dealings  between  units,  within  a  time  interval,  and 
the  replanning,  or  deciding  of  production  plans,  by  units  during  the 
same  interval.  Such  replanning  will  be  the  result  of  the  dealings 
between  units  (if  there  have  been  any)  during  the  interval,  plus  other 
observed  data,  plus  the  individual  reflexively-formed  anticipations 
and  values  of  the  units  themselves. 

It  follows  that  we  cannot  make  our  time  interval  so  short  that 
no  experience  has  been  gained.  For  in  that  case  there  would  be  no 
reason,  ordinarily,  to  change  the  initial  decisions.  Nor  do  we  like 
to  make  the  interval  so  long  that  several  stages  of  re-examination  are 
lumped  into  one.  Again,  obviously,  the  decision  intervals  differ  from 
market  to  market  and  industry  to  industry.  Yet  important  as  these 
facts  are,  practically  speaking,  I  hope  that  we  can  leave  them  to  one 
side  for  the  moment  in  order  to  get  a  basic  over-all  picture 
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What,  from  our  analysis  thus  far,  is  a  gross  national  product 
report  for  a  given  year  with  all  its  elaborate  components  and  sub¬ 
divisions?  First  of  all  it  has  something  of  the  character  of  that  “bar,” 
shown  in  Figure  II,  drawn  across  the  stages  of  production  within  a 
given  period  of  time.  However,  since  the  GNP  figures  are  conceptu¬ 
ally  only  net,  a  tremendous  number  of  decision  units,  stages  and 
transactions,  within  the  year,  and  of  the  greatest  importance,  are 
omitted. 

But  secondly,  and  leaving  aside  the  problem  of  the  omitted 
transactions  and  decision  units,  the  GNP  figure  for  a  past  year,  may 
be  viewed  as  the  net  objective  residue  of  all  the  decisions  reached  within 
an  arbitrarily  bounded  “event”-interval  or  decision-interval  —  the 
year,  let  us  say,  1956.  These  output  (or  reported  payment)  statistics 
for  a  given  year  stand  to  the  real  process  which  they  reflect  in  much 
the  same  relation  that  an  empty  conch  shell  does  to  the  animal  that 
built  it  and  has  now  left  it.  The  basic  fallacy  of  much  mathematico- 
statistical  prediction  is  that  it  trys  to  predict  the  behavior  of  tomor¬ 
row’s  conches  merely  from  the  measurement  of  yesterday’s  abandoned 
shells ! 

Let  us  not  go  too  far !  A  very  great  deal  can  be  predicted  about 
the  behavior  of  future  conches  from  the  measurement  of  past  shells. 
Yet  even  for  conches  there  are  both  external  accidents  and  internal 
mutations.  And  when  we  encounter  humans,  and  decision  units 
composed  of  humans  —  say  committees  —  we  also  encounter  pre¬ 
cisely  the  sort  of  reflexive  self-criticism  (which  may  include  the  crea¬ 
tive  apprehension  of  a  novel  value  pattern)  leading  to  the  formulation 
of  new  policy,  which  we  have  been  describing  in  the  past  section. 
So  the  GNP  report  for  next  year,  which  we  are  trying  to  predict, 
will  never  be  only  the  sum  of  past  history  and  presently  known 
relationships;  but,  on  the  most  practical  level,  will  also  manifest  the 
effects  of  spontaneous  conceptual  novelty  and  self- criticism  on  the 
part  of  some  of  the  various  decision  units  composing  the  annual 
“event.”  Since  this  part  of  the  annual  “event”  can  never  be  accu¬ 
rately  foreknown  we  find  here  that  element  of  “hunch”  which  insepa¬ 
rably  clings  to  economic  prediction. 

In  the  machine  analogy  of  Figure  I  each  decision  unit  is  a  mere 
mechanical  part,  dovetailed  into  the  whole.  But  the  superimposed 
“stages”  of  Figure  II  may  no  longer  be  thought  of  as  the  tightly 
fitted  parts  of  a  machine  —  they  are  much  more  like  a  group  of  ships 
sailing  roughly  in  the  same  direction.  But  it  is  not  even  a  military 
convoy  —  all  in  order.  Rather,  one  finds  instead  a  disorderly  huddle. 
Some  steer  to  port  for  a  while,  while  others  go  to  starboard.  They 
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cross  each  other’s  bows.  They  signal  back  and  forth.  They  even 
sometimes  ram  and  sink  one  another.  Arbitrarily,  we  “freeze”  these 
components  (or  their  net  effects)  for  a  given  time  interval  in  a  GNP 
figure.  But,  unhalted  by  our  effort,  the  disorderly  group  continues 
to  zigzag  and  stagger  constantly  onward  across  the  temporal  economic 
ocean  —  independent,  self-critical,  and  but  imperfectly  communica¬ 
tive.  By  various  social  conventions  the  “masters”  of  the  component 
“ships”  tend  to  reassess  their  courses  at  somewhat  similar  conven¬ 
tional  intervals.  They  constantly  observe  and  feel  each  other’s 
behavior,  they  also  read  each  other’s  reports  at  somewhat  conven¬ 
tional  intervals  and  allow  for  what  they  read  in  what  they  themselves 
plan.  We  economists,  in  turn,  try  to  set  the  time-intervals  of  our 
over-all  reports  —  the  GNP  figures  —  in  some  relationship  to  those 
conventional  decision  intervals,  which  form  the  hazy  and  overlapping 
(or  just  arbitrary)  boundaries  of  the  reported  economic  “event.” 
But  the  essential  picture  remains  one  of  independence,  spontaneity, 
and  only  the  loosest  of  order.  Such  a  picture  —  one  of  loose,  spon¬ 
taneous,  repetitive  decision,  such  is  the  economic  system! 

If,  indeed,  one  wishes  to  cling  to  the  machine  analogy,  the  sausage 
machine  must  become  not  merely  one  simultaneously  “being  oper¬ 
ated,”  being  changed,  etc.,  etc.,  all  at  once.  It  must  further  be 
thought  of  as  a  machine  whose  component  parts  have  legs  and 
independent  wills,  and  which  parts  therefore  are  constantly  deciding 
to  walk  around,  change  themselves  and  their  functions,  or  stop  alto¬ 
gether.  The  analogy  has  thus  travelled  all  the  way  from  the  input- 
output  flows  of  a  turbine  to  something  of  the  nature  of  a  disturbed 
beehive  or  anthill. 

V 

It  is  time  now  as  a  sort  of  footnote  to  sketch  a  few  of  the  implica¬ 
tions  of  our  picture  for  various  points  of  economic  theory.  First  of 
all,  its  relationship  to  the  cash  balance  theory  of  velocity  and  of 
money  is  of  the  closest.  Given  the  existence  of  cash  balances,  and 
balances  borrowable  from  the  banks,  a  shift  in  expectations  on  the 
part  of  the  decision  units  may  result  in  tremendous  shifts  in  velocity 
and  expenditure  within  a  given  period.  We  do  not  have  to  wait  for 
money  to  “circulate.”  We  have  J.  R.  Common’s  “forecast  and 
repetition”  system. 

Again  in  the  theory  of  the  multiplier,  the  effects  may  be  either 
way.  A  quick  change  in  anticipation  and  psychology  produced  by 
more  buying  may  be  communicated  from  “vessel”  to  “vessel”  almost 
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instantly  within  one  period.  The  increase  in  production  does  not 
have  to  wait  to  feel  the  slow  turnover  of  period  analysis.  Contrari¬ 
wise,  however,  the  initial  impulse  of  more  buying  may  not  be  com¬ 
municated  at  all.  Extra  purchasing  power  may  just  be  hoarded  if 
the  outlook  of  the  decision  units  is  pessimistic. 

Concerning  the  theory  of  the  firm,  the  repercussions  are  still 
more  profound.  The  naive  picture,  often  entertained,  is  of  each 
decision  unit  blindly  following  the  orders  given  from  the  stage  “below” 
it,  and,  either  looking  no  further  ahead,  or  else  blindly  assuming  that 
what  is  true  today  will  be  true  indefinitely.  Such  a  picture,  however, 
need  not  be  valid  even  under  pure  competition.  For  while  the  purely 
competitive  producer  knows  that  (or  behaves  as  if)  acting  alone  he 
could  not  change  the  market  price,  this  does  not  mean  that  he  must  be 
so  stupid  as  to  believe  that  market  price  will  not  change.  Not  at  all. 
In  “today’s”  production  decision  he  decides  on  present  production 
in  the  light  of  expected  prices,  expected  technique,  expected  costs.  And, 
be  the  competition  never  so  pure,  all  these  can  change  —  or  be 
expected  to  change.  Furthermore,  once  we  admit  the  concept  of 
“good  will”  (which  is  the  first  degree  of  departure  from  absolute 
purity  of  competition)  the  decision  unit  no  longer  need  maximize 
income  in  any  given  “event”  or  decision  interval.  For  what  both 
the  pure  and  the  impurely  competitive  producers  are  usually  trying 
to  maximize  is  an  income  stream  —  really,  indeed,  often  an  accumula¬ 
tion  stream  - —  and  once  good  will  be  admitted,  present  sacrifices  of 
short-run  advantages  may  be  desirable  because  of  their  effect  upon 
the  long-run  income  stream.  How  long  a  run  depends  largely  upon 
the  individual  character  of  the  decision  unit.  Returning  to  our 
“ships”  we  thus  see  that  “today’s”  decision  is  reached  more  in  the 
light  of  a  “course”  plotted  over  some  considerable  time  rather  than 
in  the  light  of  just  today’s  conditions.  Recognition  of  this  element 
of  perspective  rather  than  immediate  response  adds  yet  more  to  the 
spontaneity,  independence,  indeterminacy  of  the  whole. 

Finally  it  may  be  asked  to  what  extent  does  our  picture  apply  to 
a  growing,  changing  socialism.  At  first,  it  might  seem  not  so  much. 
Of  course,  the  planning  board  will  definitely  have  sessions  of  replan¬ 
ning  and  reflexive  self-criticism.  Witness  the  numerous  successive 
Russian  “Five  Year”  Plans.  But  theoretically  there  would  only  be 
the  one  such  group  to  hold  these  sessions.  The  group  of  ships 
becomes  a  naval  convoy  and  replanning  is  confined  to  the  Admiral  s 
cabin.  But  in  fact  this  is  too  simple  a  picture.  Too  many  emer¬ 
gencies  come  up,  too  many  sudden  demands  are  made,  for  the  cap- 
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tains  of  the  ship  to  be  deprived  of  all  discretion.  There  may  well 
often  be  nearly  as  much  disorder  in  the  socialist  convoy  as  in  the 
capitalist  one. 

VI 

In  this  article  I  have  tried  just  to  sketch,  in  outline,  the  elements 
of  an  over-all  general  picture  of  the  economy.  The  picture  is  not 
complete  and  not  intended  to  be.  But  I  hope  my  “poetry”  will  be 
found  to  be  of  real  practical  usefulness  is  organizing  our  ideas. 

David  McCord  Wright. 

McGill  University 
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I 

British  historians  of  the  Industrial  Revolution  are  unanimously 
of  the  opinion  that  early  factory  reform  was  achieved  in  the  face  of 
strong  hostility  from  the  economic  experts  of  the  day.  It  does  not 
matter  whom  we  consult:  Toynbee,  Trevelyan,  the  Hammonds, 
Cunningham,  Clapham;  the  classical  economists  are  always  depicted 
as  unalterably  opposed  to  the  Factory  Acts.1  But  if  we  turn  to 
the  historians  of  economic  thought  a  very  different  interpretation 
emerges.  Marshall,  for  instance,  asserts  that  the  classical  economists 
“supported  the  factory  acts,  in  spite  of  the  strenuous  opposition  of 
some  politicians  and  employers  who  claimed  to  speak  in  their  name”; 
he  cites  McCulloch  and  Tooke  as  examples  in  point.2  In  his  History 
of  Economic  Analysis,  Schumpeter  flatly  declares  that  “Most  ‘classic’ 
economists  supported  factory  legislation,  McCulloch  especially.”3 
K.  O.  Walker,  in  an  article  which  examines  the  question  in  some 
detail,  concludes  that  “the  direct  influence  of  the  political  economists 
on  labor  legislation  was  negligible”  and  that  “any  influence  that  was 
exerted  tended  to  favor,  rather  than  oppose,  the  passage  of  the 
Factory  Acts.”4  Lionel  Robbins’  study  of  The  Theory  of  Economic 
Policy  in  English  Classical  Political  Economy  deals  briefly  with  this 
issue;  he  suggests  that  the  classical  authors  generally  favored  regula¬ 
tion  of  child  labor  while  disapproving  of  legislation  for  adults.8 

1.  For  a  recent  example  see  R.  G.  Cowherd,  The  Humanitarians  and  the 
Ten  Hour  Movement  in  England  (Boston,  Mass.,  Kress  Library  of  Business  and 
Economics,  1956)  pp.  5-6,  9-10. 

2.  Principles,  pp.  47,  763n.  See  also  Marshall’s  Industry  and  Trade,  pp. 
763-65. 

3.  (New  York,  1954),  p.  402. 

4.  K.  O.  Walker,  “The  Classical  Economists  and  the  Factory  Acts,”  Journal 
of  Economic  History,  I  (Nov.  1941),  170.  See  also  L.  R.  Sorenson,  “Some  Classical 
Economists,  Laissez  Faire,  and  the  Factory  Acts,’  ibid.,  XII  (Summer,  1952), 
which  reaches  similar  conclusions.  Sorenson  documents  the  assertion  made 
above  about  the  opinions  of  economic  historians. 

5.  (London,  1952),  pp.  101-3. 
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How  can  we  account  for  such  widely  divergent  interpretations  of 
what  is,  after  all,  a  matter  of  record?  One  answer  is  that  the  evi¬ 
dence  which  has  so  far  been  considered  is  highly  selective.8  More¬ 
over,  little  attention  has  been  paid  to  the  successive  phases  of  the 
factory  reform  controversy:  generalizations  have  been  advanced  on 
the  basis  of  writings  published  at  different  times  and  under  distinctly 
different  circumstances. 

The  fact  of  the  matter  is  that  the  attitude  of  the  classical  writers 
was  conditioned  at  each  stage  of  the  debate,  by  the  degree  of  regula¬ 
tion  that  had  already  been  achieved.  Many  a  factory  bill,  whose  intro¬ 
duction  had  been  bitterly  opposed,  met  with  approval  once  it  became 
law.  Although  the  classical  economists  supported  the  principle  of 
granting  protection  to  children,  they  were  aware  that  the  unavoid¬ 
able  consequence  was  a  shorter  working  day  for  adult  operatives; 
rather  than  to  countenance  that  they  preferred  to  dispense  with  the 
benefits  of  regulated  child  labor.  Thus,  we  are  faced  on  the  one  hand 
with  differences  of  opinion  among  the  classical  economists  as  to  the 
desirability  of  further  restrictions  on  the  employment  of  children, 
and  on  the  other  hand  with  a  general  tendency  towards  rear-guard 
action  designed  to  prevent  the  effective  regulation  of  adult  labor. 

For  this  reason  the  question  whether  the  classical  economists  did 
or  did  not  favor  the  Factory  Acts  cannot  be  answered.  This  much, 
however,  is  a  matter  of  pure  academic  interest.  The  real  significance 
of  the  discussion  lies  in  the  opportunity  which  it  affords  to  study  the 
quality  of  classical  policy-pronouncements.  Were  their  opinions  based 
upon  economic  considerations,  such  as  the  effects  of  shorter  hours  on 
employment  and  real  wages,  or  solely  upon  fundamental  value  judg¬ 
ments  embodied  in  the  tenets  of  laissez  faire?  In  the  concluding 
section  of  this  paper  I  shall  attempt  to  evaluate  the  merits  of  the 
classical  economists’  position  in  the  light  of  their  own  analytical 
apparatus  and  the  relevant  factual  knowledge  available  to  them.7 

II 

The  history  of  factory  legislation  in  England  begins  with  Peel’s 
Bill  of  1819.  An  earlier  Act  of  1802,  regulating  the  labor  of  parish 
apprentices,  was  an  extension  of  the  Poor  Laws,  not  a  factory  act;  no 
new  power  of  the  state  was  at  issue.  Peel’s  Bill,  however,  did  raise 
the  question  of  state  interference  in  private  industry;  it  reduced  the 

6.  This  is  particularly  true  of  Walker’s  analysis  which  deals  only  with  the 
literature  up  to  1833. 

7.  The  presentation  of  the  argument  has  gained  in  clarity  through  the 
criticisms  of  Mr.  M.  Leiserson. 
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working  day  of  children  under  sixteen  to  twelve  hours  and  prohibited 
altogether  the  employment  of  children  under  nine  years  of  age.  The 
act  applied  only  to  the  cotton  factories  and  inadequate  inspection 
provisions  made  it  largely  inoperative.  Nevertheless,  there  was 
opposition  to  the  bill,  particularly  from  the  House  of  Lords,  in  the 
form  of  an  appeal  to  “that  great  principle  of  Political  Economy,  that 
labour  ought  to  be  left  free.”  The  proponents  of  Peel’s  Bill,  on  the 
other  hand,  defended  the  measure  on  the  grounds  that  children  were 
not  “free  agents.”8  Economists  took  little  interest  in  the  debate; 
Malthus  alone  gave  public  support  to  the  measure.9 

Additional  restrictions  on  child  labor  in  the  cotton  factories  in 
1825  and  1831  improved  but  little  upon  the  Act  of  1819.  But  with 
the  publication  of  Oastler’s  letters  on  “Yorkshire  Slavery”  and  the 
appearance  of  Sadler’s  Committee  Report  (1833)  the  movement  for 
factory  reform  began  to  assume  a  more  radical  tone.  Lord  Ashley’s 
motion  of  a  Ten  Hours  Bill,  applicable  to  all  persons  under  the  age 
of  sixteen,  led  to  the  appointment  of  a  Royal  Commission  to  collect 
further  evidence.  The  Commissioners  —  Thomas  Tooke,  Edwin 
Chadwick,  and  Southwood  Smith  —  pi  oposed  several  amendments 
to  Ashley’s  Bill  to  prevent  interference  with  the  free  employment  of 
adults.1  The  final  version,  known  as  Althorp’s  Act,  limited  the  work¬ 
ing  day  of  persons  between  thirteen  and  eighteen  to  twelve  hours  a 
day  and  of  those  between  nine  and  thirteen  to  nine  hours  a  day.2 

After  the  passage  of  Althorp’s  Act  it  was  necessary  to  employ 
children  in  part-time  relays  since  the  work  of  the  adult  spinners  and 
weavers  depended,  for  technical  reasons,  upon  the  labor  of  their 
young  assistants.  The  factory  inspectors  devised  a  variety  of  schemes 
for  co-ordinating  the  work  day  of  different  categories  of  labor  but 
none  of  the  plans  proved  completely  successful.  The  relay  system 
soon  became  one  of  the  major  devices  for  evading  legislative  control. 
The  leaders  of  the  Ten  Hours  party  were  quick  to  point  out  that  it 

8.  W.  Smart,  Economic  Annals  of  the  Nineteenth  Century  (London,  1910), 
I,  688,  702-3;  Walker,  op.  tit.,  p.  175. 

9.  T.  R.  Malthus,  Essay  on  Population  (5th  ed.;  London,  1817),  p.  282. 
Only  some  dozen  tracts  appeared  on  Peel’s  Bill  in  contrast  to  the  flood  of  pam¬ 
phlets  that  accompanied  the  legislation  of  the  ’30’s  and  ’40’s.  See  J.  B.  Williams, 
A  Guide  to  the  Printed  Materials  for  English  Social  and  Economic  History,  1750- 
1850  (New  York,  1926),  II,  192-94. 

1.  See  M.  W.  Thomas,  The  Early  Factory  Legislation  (London,  1948),  pp. 

55—56 

2.  In  addition,  night  work  was  abolished  for  those  under  eighteen,  and  the 
scope  of  regulation  was  extended  to  all  textile  factories,  with  the  exception  of 
lace  and  silk  mills.  Furthermore,  employment  for  children  was  made  conditional 
upon  attendance  at  school  for  two  hours  a  day  and  machinery  of  inspection  was 
provided  to  supervise  the  enforcement  of  the  Act. 
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was  impossible  to  separate  the  adult  from  the  child  for  purposes  of 
legislative  control;  in  short,  they  did  not  attempt  to  disguise  their 
ulterior  aim  of  limiting  the  hours  of  adult  labor  by  means  of  placing 
restrictions  upon  the  hours  of  children.  Classical  political  economy, 
however,  sanctioned  a  limit  on  the  employment  of  children  below 
“the  age  of  consent”  so  long  as  this  could  be  achieved  without 
encroaching  upon  the  working  hours  of  adults.  Consequently,  econ¬ 
omists  arraigned  themselves  against  the  Ten  Hours  movement  as  its 
ultimate  purpose  became  increasingly  evident.3 

The  years  between  the  Acts  of  1833  and  1844  mark  the  first 
phase  of  the  debate;  at  this  point  there  was  still  great  variety  in  the 
attitudes  of  individual  economists.  It  was  only  in  the  1840’s  that 
something  like  a  uniform  position  began  to  emerge.  Nevertheless,  all 
the  leading  arguments  in  the  controversy  make  their  appearance  at 
this  stage  of  the  discussion. 

The  first  to  commit  himself,  even  before  the  passage  of  A1  thorp’s 
Act,  was  John  Stuart  Mill.  Writing  in  a  popular  weekly  in  1832,  he 
expressed  a  desire  to  see  “a  law  established  interdicting  altogether  the 
employment  of  children  under  fourteen,  and  females  of  any  age,  in 
manufactories”.4  He  anticipated  objections  to  such  a  law  drawn 
from  the  “non-interference  philosophy”  and  admitted  that  he,  too, 
was  a  partisan  of  this  principle  “up  to  a  certain  point.”  He  drew 
attention,  however,  to  a  significant  exception: 

“The  case  in  which  it  would  be  to  the  advantage  of  everybody,  if  everybody 
were  to  act  in  a  certain  manner,  but  in  which  it  is  not  in  the  interest  of  any  indi¬ 
vidual  to  adopt  the  rule  for  the  guidance  of  his  own  conduct,  unless  he  has  some 
assurance  that  others  will -do  so  too.  There  are  a  thousand  such  cases;  and  when 
they  arise,  who  is  to  afford  the  security  that  is  wanted,  except  the  legislature?’’ 

The  case  of  child  and  female  labor  is  a  typical  example,  he  went  on 
to  say;  here  private  and  public  benefit  must  diverge  unless  a  universal 

3.  As  one  of  the  advocates  of  shorter  hours  put  it  bitterly: 

“They  could  not  refuse  to  protect  children,  but  they  are  ‘political  econo¬ 
mists’  ;  and  though,  as  men,  they  could  no  longer  screw  up  their  minds  and  hearts 
so  far  as  to  sacrifice  any  more  limbs  and  lives  of  infants,  the  science  would  not 
suffer  them  to  invade  the  ‘freedom  of  industry’  by  involving  the  adults  in  that 
protection  which  they  were  obliged  to  give  the  child.  It  is  this  absurd  attempt 
to  separate  the  adult  from  the  child  in  its  labour,  that  has  rendered  every  Act 
that  has  ever  been  passed  to  give  protection  to  children  almost  void.”  C.  Wing, 
Evils  of  the  Factory  System  Exposed  (London,  1836),  p.  17  quoted  by  Thomas’ 
op.  cit.,  p.  89. 

4.  “Employment  of  Children  in  Manufactories,”  The  Examiner,  Jan.  29, 
1832,  p.  67.  The  article  appeared  anonymously ;  for  evidence  of  Mill’s  authorship’ 
see  Bibliography  of  the  Published  Writings  of  J.  S.  Mill,  ed.  N.  MacMinn  et  al 
(Evanston,  Illinois,  1945). 
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compact  can  be  secured.  This  argument  could  have  been  applied 
with  the  same  force  to  the  labor  of  adult  males  but  Mill  failed  to 
carry  it  through.6 

Robert  Torrens  supported  Ashley’s  Ten  Hours  Bill  when  it  came 
up  for  debate  in  Parliament,  but  with  an  important  qualification. 
Since  the  Corn  Laws  had  raised  the  cost  of  food  and  thus  depressed 
real  wrages,  the  working  class  was  entitled  to  shorter  hours  without 
a  reduction  in  money  wages.  Still,  the  tariff  on  agricultural  produce 
should  be  lowered  so  as  to  “create  a  margin  on  which  your  short  time 
might  safely  stand.”6  In  a  work  published  shortly  before  the  passage 
of  Althorp’s  Act,  he  declared: 

The  evidence  presented  by  the  Royal  Commission  of  1832  makes  it  impera¬ 
tive  on  Parliament  to  interpose,  to  shorten  the  hours  of  labour,  and  to  save  the 
infant  labourer  from  the  cruel  oppression  of  excessive  toil.  But  while  humanity 
cries  aloud  for  such  intervention,  and  while  it  must  be  promptly  and  freely 
granted,  the  truth  should  at  the  same  time  be  declared,  that  a  Bill  for  regulat¬ 
ing  the  hours  of  labour,  though  framed  by  a  consummate  wisdom,  cannot  reach 
the  root  of  the  disease.7 


The  “root  of  the  disease,”  of  course,  is  the  Corn  Laws. 

George  Poulett  Scrope  took  a  similar  view  in  his  Principles  of 
Political  Economy:  the  Factory  Bill  is  “a  measure  which  in  a  healthy 
state  of  society  would  be  a  needless  interference,  though  in  the  existing 
circumstances  of  the  country,  it  seems  to  us  highly  desirable.”8  The 
Westminster  Review  (under  the  proprietorship  of  Colonel  Perronet 
Thompson,  an  ardent  Benthamite  and  free  trader),  varied  the  argu¬ 
ment:  it  condemned  Althorp’s  Act  as  a  “restrictive  blunder”  and 
depicted  the  Ten  Hours  Movement  as  “the  stalking-horse  to  cover 
and  protect  —  the  Com  Laws  and  West  Indian  Slavery.”9  Within 
a  decade  this  became  the  standard  reply  of  the  Anti-Corn  Law 
League  to  the  factory  reform  movement.1  The  Corn  Laws  were 
made  the  scapegoat  of  distress  in  the  factory  districts,  and  cheap 
bread  was  hailed  as  the  nostrum  to  remedy  all  ills. 

While  the  Factory  Act  of  1833  was  still  under  discussion,  Lord 
Ashley  solicited  McCulloch’s  views  on  the  question.  McCulloch  had 


5.  In  his  Principles  (1848),  however,  Mill  pursued  the  argument  to  its 
logical  conclusion.  See  infra. 

6.  Hansard’s  Parliamentary  Debates,  3d  series,  XV,  414-15.  See  also 

Sorenson,  op.  cit.,  pp.  253-54. 

7.  Letters  on  Commercial  Policy  (London,  1833),  p.  73. 

8.  (London,  1833),  p.  51;  also  pp.  241,  358. 

9.  Westminster  Review,  April,  1833,  pp.  380-81.  See  also  G.  L.  Nesbitt, 

Benthamite  Reviewing  (New  York,  1934),  pp.  147-48.  _ 

1  gee  a  e  Bland  et.  at.,  English  Economic  History:  Select  Documents 
(London,  1919),  pp.  611-12;  J.  Morley,  The  Life  of  Richard  Cobden  (London, 
1910),  pp.  166-70. 
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spoken  approvingly  of  factory  legislation  in  1827,  adding  the  warn¬ 
ing,  however,  that  “no  farther  interference  ought,  in  any  account, 
to  be  either  attempted  or  tolerated.”2  Now  he  wrote  to  Ashley: 
“I  would  not  interfere  between  adults  and  masters;  but  it  is  absurd 
to  contend  that  children  have  the  power  to  judge  for  themselves  on 
such  matters.”3  McCulloch’s  modern  reputation  as  a  friend  of 
factory  reform  is  largely  based  upon  this  private  communication, 
penned  under  the  stimulus  of  the  shocking  disclosures  of  Sadler’s 
Committee  Report.  It  is  to  be  noted,  however,  that  the  argument 
goes  no  further  than  the  admission  that  children  are  not  “free  agents,” 
a  notion  that  was  rapidly  becoming  a  commonplace. 

Indeed,  in  the  pages  of  the  Edinburgh  Review  McCulloch  con¬ 
tinued  to  deprecate  the  case  for  legislative  control.  In  1835  he 
devoted  a  major  article  to  Ure’s  Philosophy  of  Manufactures,  a  crass 
apology  for  the  factory  system.4 5  “That  abuses  have  existed  in  some 
factories  is  certain,”  McCulloch  admitted,  “but  these  have  been  rare 
instances;  and,  speaking  generally,  factory  work-people,  including 
non-adults,  are  as  healthy  and  contented  as  any  class  of  the  com¬ 
munity  obliged  to  earn  their  bread  in  the  sweat  of  their  brow.”  He 
saw  no  reason  to  object  to  the  exclusion  of  children  under  thirteen 
years  of  age  from  factory  employment  provided  that  they  were  prop¬ 
erly  looked  after  at  home.  But  in  view  of  parental  attitudes  among 
the  lower  classes,  it  was  likely,  he  argued,  that  children  turned  out  of 
factories  would  become  delinquent  paupers.  The  factory  system,  he 
observed,  did  embue  children  with  disciplined  habits  and  allowed 
them  to  extend  material  assistance  to  their  parents.  Nevertheless, 
“the  Legislature  did  right  in  prohibiting  altogether  the  employment 
of  children  in  mills  under  nine  years  of  age.”  Lest  these  words  give 
comfort  to  factory  reformers,  McCulloch  hastened  to  add  that  the 
limitation  of  hours  was  “a  matter  of  great  nicety  and  difficulty”;  on 
the  whole,  he  concluded,  the  less  the  textile  trade  is  “tampered  with” 
the  better.6  Senior’s  Letters  on  the  Factory  Act  (1837)  is  too  well 
known  to  require  discussion.  Its  importance  lies  in  the  fact  that  it 
carried  the  debate  out  of  the  realm  of  such  general  considerations  as 
the  proper  “age  of  consent,”  the  character  of  parental  supervision,  or 

2.  Edinburgh  Review,  June,  1827,  p.  35. 

3.  Quoted  by  Robbins,  op.  cit.,  pp.  101-2.  See  also  G.  Ramsay,  An  Essay 
on  the  Distribution  of  Wealth  (Edinburgh,  1836),  pp.  102-3,  for  the  same  argument. 

4.  On  the  basis  of  personal  experience,  Ure  testified  that  child  labor  in 
factories  “seemed  to  resemble  a  sport”:  children,  working  twelve  hours  a  day, 
spent  nine  hours  in  idle  contemplation  and  “sometimes  dedicated  these  intervals 
to  the  perusal  of  books.” 

5.  Edinburgh  Review,  July,  1835,  pp.  464-67. 
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the  priority  of  free  trade  over  factory  legislation.  Senior  accepted 
Althorp’s  Act  as  it  stood  but  argued  that,  given  the  cost  structure  of 
the  typical  textile  mill,  further  reductions  in  hours  would  wipe  out 
the  margin  of  profit.6  Senior’s  thesis  proved  to  be  a  serviceable  argu¬ 
ment  against  the  extension  of  regulation  and  in  the  next  round  of 
discussions  which  took  place  in  1844  several  members  of  Parliament 
succumbed  to  its  logic.7  Senior’s  fellow  economists,  however,  did  not 
take  it  very  seriously:  Letters  on  the  Factory  Acts  is  hardly  mentioned, 
much  less  analyzed,  in  the  economic  literature  of  the  day.  The 
records  of  the  Political  Economy  Club  clearly  suggest  that  Senior’s 
argument  was  not  accepted  by  his  colleagues:  They  objected  to  his 
unrealistic  estimate  of  capital  investment  upon  which  his  conclusions 
were  grounded.8  But  one  of  Senior’s  basic  assumptions,  that  output 
would  fall  proportionately  with  the  reduction  of  hours,  was  not 
challenged  and  became  an  essential  feature  of  the  classical  analysis 
of  factory  legislation. 


Ill 

A  new  Factory  Act  was  passed  in  1844  which  lowered  the  work¬ 
ing  hours  of  children  to  six  and  one-half  hours  and  that  of  “young 
persons”  (boys  below  eighteen  and  girls  below  twenty-one)  to  twelve 
hours.  This  Act  proved  to  be  a  steppingstone  to  the  Ten  Hours  Bill 
of  1847  which  finally  secured  a  fifty-eight  hours’  week  for  “young 
persons”  and  for  women  of  all  ages.  The  passage  of  both  measures 
was  accompanied  by  an  intense  discussion  that  marked  the  high  point 
of  three  decades  of  debate.  Economic  arguments  became  more  con¬ 
crete  and  were  now  clearly  divorced  from  the  precept  of  noninter¬ 
ference.  However,  there  were  no  dramatic  conversions  to  the  Ten 
Hours  camp.9  At  the  Political  Economy  Club  in  1844,  Edwin  Chad¬ 
wick  put  up  this  question  for  debate:  “Is  legislative  interference 

6.  Contrary  to  popular  belief,  fostered  by  Marx’s  attack,  Senior  did  not 
advance  a  general  theory  that  profits  are  produced  in  the  “last  hour.”  Even  on 
his  own  assumptions,  Senior’s  calculations  actually  show  no  more  than  that  a 
shortening  of  the  working  day  by  one  hour  would  cause  profits  to  fall  from  10  to 
8  per  cent,  given  a  constant  output  per  man-hour.  See  K.  Wicksell,  Lectures  on 
Political  Economy  (New  York,  1934),  I,  194-95. 

7.  See  A.  E.  Bland,  et.  al.,  op.  cit.,  pp.  605-6. 

8.  See  Walker,  op.  cit.,  pp.  171-72. 

9.  There  is  some  evidence  that  Dr.  Thomas  Chalmers,  a  leading  Scottish 
divine  and  author  of  several  economic  treatises,  was  finally  won  over  by  the 
Ten  Hours  campaign  in  1847.  If  so,  Chalmers  was  a  singular  exception.  See 
C.  Driver,  Tory  Radical.  The  Life  of  Richard  Oastler  (New  York,  1946),  pp. 
476-79. 
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between  the  Master  and  the  Adult  labourer,  to  regulate  the  hours  of 
work,  expedient?”  The  diary  of  one  of  the  participants  reveals  that 
Charles  Buller,  the  radical  philosopher,  was  the  only  member  to  vote 
in  favor  of  such  interference.1  Chadwick,  Senior,  Torrens,  and  Tooke 
answered  the  question  in  the  negative.  McCulloch  admitted  much 
of  Buller’s  reasoning  but  thought  the  matter  could  not  be  settled  in 
general  terms.  The  views  of  John  Stuart  Mill  at  this  point  are  not 
clear;  but  in  an  article  on  “The  Claims  of  Labour”  for  the  Edinburgh 
Review  (1845)  he  referred  to  the  Ten  Hours  Bill  as  falling  into  the 
category  of  “quack  schemes  of  reform.” 

The  prevailing  economic  argument  against  the  Ten  Hours  Bill 
is  set  forth  in  Torrens’  Letter  to  Lord  Ashley  (1844),  a  curiously 
neglected  work.2  Torrens  begins  his  discussion  with  a  strong  con¬ 
demnation  of  the  principle  of  “leaving  things  to  their  course.”  The 
concept  of  “free  agents,”  however,  is  not  mentioned  at  all.  His 
analysis  is  largely  concerned  with  “the  delusion”  of  the  operatives 
that  “upon  the  passing  of  a  Ten  Hour  Bill,  they  would  receive  the 
wages  of  twelve  hours  for  the  work  of  ten.”  Torrens  lays  it  down 
as  an  incontrovertible  fact  that  “the  rate  of  profit  in  this  country  is 
already  approaching  the  minimum  at  which  no  margin  remains  for 
an  advance  of  wages”;  “capital  to  an  enormous  amount  already 
emigrates  from  our  shores.” 

Torrens’  conclusion  is  that  the  Ten  Hours  Bill  would  check  pro¬ 
duction  and  diminish  wages:  “Enact  your  Ten  Hours  Bill  and  one  of 
two  events  must  inevitably  ensue :  —  the  manufactures  of  England 
will  be  transferred  to  foreign  lands,  or  else  the  operatives  must  submit 
to  a  reduction  of  wages  to  the  extent  of  25  per  cent.”3 

There  is  no  mention  in  Torrens’  pamphlet  of  the  possible  pro¬ 
ductivity  effects  of  a  shorter  working  day.  Yet  this  had  long  been  a 
favorite  argument  of  the  factory  reformers.  Robert  Owen  had  testi¬ 
fied  in  1818  before  Peel’s  Committee  that  a  reduction  from  fourteen 
to  twelve  hours  a  day  in  his  factory  at  New  Lanark  had  actually 

1.  Proceedings  of  the  Political  Economy  Club,  1821-1920  (London,  1921), 
VI,  287-88. 

2.  Sorenson  (op.  cit.)  contends  that  Torrens  was  definitely  sympathetic  to 
factory  legislation.  The  evidence  for  this  comes  from  Torrens’  Parliamentary 
speeches  in  the  1830’s  while  Letter  to  Lord  Ashley,  the  most  important  of  Torrens’ 
writings  on  the  Factory  Acts,  is  not  considered. 

3.  A  Letter  to  Lord  Ashley  (London,  1844),  pp.  64-65,  71-73.  Torrens’ 
argument  was  reproduced  in  the  popular  journals:  see  the  article  on  “Protection 
of  Labour,”  The  Economist,  April  6,  1844.  Typically,  however,  The  Economist 
based  its  case  on  laissez  faire  (see  S.  Gordon,  “The  London  Economist  and  the 
High  Tide  of  Laissez  Faire,”  Journal  of  Political  Economy,  LXIII  (Dec.  1955) 
478,  483). 
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resulted  in  an  increase  of  output.4  Speaking  in  the  House  of  Commons 
in  1844,  Lord  Ashley  recalled  Owen’s  testimony  by  way  of  an  attack 
on  Senior  s  last  hour”  theory.  Reviewing  the  successive  Factory 
Acts  since  1819,  he  pointed  out:  “you  had  no  diminution  of  produce, 
no  fall  in  wages,  no  rise  in  prices,  no  closing  of  markets,  no  irresistible 
rivalry  from  foreign  competition,  although  you  reduced  your  hours 
of  working  from  16,  14,  13,  to  12  hours  a  day.”6  The  implication  is 
that  productivity  per  man-hour  had  risen  with  each  reduction  in  the 
length  of  the  working  day. 

Ashley’s  argument  is  loose,  of  course:  dynamic  factors  unrelated 
to  shorter  hours  might  account  for  the  facts.  The  same  argument, 
however,  more  carefully  stated,  appears  in  a  popular  treatise  of  the 
forties,  William  Thornton’s  Over-Population  and  Its  Remedy.  Thornton 
reviewed  the  whole  question  in  the  light  of  the  imminent  repeal  of 
protection.  If  “the  daily  labour  of  British  operatives  were  shorteped,” 
he  thought  it  “very  possible  that  their  wages  would  fall.”  But  once 
the  Corn  Laws  were  abolished,  lower  food  prices  might  leave  real 
wages  constant,  or  even  raise  them,  despite  the  fall  in  money  wages 
owing  to  a  Ten  Hours  Bill.  Moreover, 

It  is  not  quite  certain  that  a  diminution  of  produce  would  result  from  short¬ 
ening  the  duration  of  labour.  Persons  who  are  not  obliged  to  work  so  long  may- 
work  harder  than  before,  and  may  get  through  the  same  quantity  of  work  in  a 
short  time  as  formerly  occupied  them  for  a  longer  period.  .  .  If  so,  the  limitation 
of  labour  to  ten  hours  daily  would  not  in  any  circumstances  reduce  wages,  and 
at  all  events  the  reduction  might  be  either  prevented  or  neutralised  by  the 
establishment  of  free  trade  in  food.6 

Unhappily,  Thornton’s  analysis  made  no  impression  on  his  con¬ 
temporaries.  McCulloch,  for  example,  continued  to  discuss  the  regu¬ 
lation  of  hours  along  traditional  lines.  “We  should  be  inclined  to 
think,”  he  wrote  in  1846,  “that  the  existing  regulations  respecting 
factory  labour  in  this  country  are  about  as  reasonable  and  judicious 
as  they  can  be  made.”  Then  he  went  on  to  praise  Torrens’  Letter  to 
Ashley  as  “the  best  tract  in  opposition  to  the  ten-hours  project.”7 
In  the  fourth  edition  of  his  Principles  (1849)  he  added  a  few  pages 
on  the  Factory  Acts,  lauding  the  Act  of  1844  as  consistent  with 
“claims  of  humanity”  and  “the  interest  of  manufacturers”  but 

4.  See  B.  L.  Hutchins  and  A.  Harrison,  A  History  of  Factory  Legislation 
(London,  1911),  pp.  19-23. 

5.  The  Ten  Hours  Factory  Bill.  The  Speech  of  Lord  Ashley,  M.P.  in  the 
House  of  Commons  on  Friday,  May  10,  1844  (London,  1844),  pp.  15-16. 

6.  (London,  1846),  p.  399. 

7.  The  Literature  of  Political  Economy  (London,  1846);  London  Reprints 
No.  5  (1938),  pp.  294-96. 
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roundly  condemning  the  Bill  of  1847  because  it  tended  to  restrict 
the  hours  of  adults.  At  this  point  he  turned  to  a  new  argument.  The 
conditions  of  the  working  class,  he  declared,  rest  ultimately  upon  the 
size  of  the  wages  fund  relative  to  population  j  the  real  issue,  therefore, 
is  not  whether  eight,  ten,  or  twelve  hours  constitutes  the  “proper” 
length  of  a  working  day. 

If  .  .  .  the  longer  be  introduced  by  the  customs  of  the  country,  in  preference 
to  a  shorter  period,  it  is  a  proof  that  there  is,  if  not  an  excess,  at  all  events  an 
extremely  copious  supply  of  labour;  and  that  the  labourers  are,  in  consequence, 
obliged  to  submit  to  the  drudgery  of  lengthened  service  ...  it  is  difficult  to 
perceive  bow  the  hours  of  work  .  .  .  should  be  lessened  by  a  legislative  enact¬ 
ment  without  at  the  same  time,  and  by  the  same  act,  reducing  wages.8 

John  Stuart  Mill  touched  briefly  on  the  economic  objections 
against  the  Factory  Acts  in  his  Principles  (1848).  Whether  a  reduc¬ 
tion  of  hours  without  a  cut  in  wages  would  inevitably  displace  labor 
was,  he  said,  “in  every  particular  instance  a  question  of  fact,  not  of 
principle.”  For  the  most  part  his  analysis  of  factory  legislation  dealt 
with  the  propriety  of  government  intervention  along  the  lines  laid 
down  in  his  earlier  article  of  1832.9  If  a  nine  hour  day  were  proved 
to  be  in  the  interest  of  the  working  class,  Mill  reasoned,  state  action 
would  be  required  “not  to  overrule  the  judgment  of  individuals 
respecting  their  own  interest,  but  to  give  effect  to  that  judgment.” 
He  concluded:  “I  am  not  expressing  any  opinion  in  favour  of  such  an 
enactment  .  .  .  but  it  serves  to  exemplify  the  manner  in  which  classes 
of  persons  may  need  the  assistance  of  law,  to  give  effect  to  their 
deliberate  collective  opinion  of  their  own  interest.”  He  condemned 
the  Acts  of  1844  and  1847,  however,  on  the  grounds  that  they  excluded 
working-women  from  factories,  although  women  were  “free  agents” 
as  much  as  men.1 

8.  Principles  of  Political  Economy  (London,  4th  ed.,  1849),  pp.  427-30. 
See  also  McCulloch’s  Treatise  on  the  Circumstances  Which  Determine  the  Rate  of 
Wages  (London,  1851),  pp.  93-97,  and  Treatises  and  Essays  (Edinburgh,  1859), 
pp.  453-54. 

9.  Mill’s  argument  here  is  nothing  but  an  early  example  of  Pigou’s  famous 
distinction  between  private  and  social  costs,  as  W.  J.  Baumol  pointed  out: 
Welfare  Economics  and  The  Theory  of  the  State  (Cambridge,  Mass.,  1952),  pp.  15-16, 
150-52. 

1.  J.  S.  Mill,  Principles  of  Political- Economy,  Ashley  edition,  pp.  964-65, 
959.  Senior  took  the  same  view  on  female  labor:  Industrial  Efficiency  and  Social 
Economy,  ed.  S.  L.  Levy  (London,  1929),  II,  307-8. 
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The  Ten  Hours  Bill  of  1847  had  failed  to  abolish  the  system  of 
employing  children  in  part-time  shifts;  consequently,  it  was  possible 
to  keep  adult  male  operatives  at  the  bench  for  fifteen  hours  a  day 
without  violating  the  letter  of  the  Act  of  1847.  Renewed  agitation 
at  last  secured  the  “normal  working  day”  for  women  and  children  in 
1853:  hours  of  legal  employment  and  meal  times  were  specified  in 
greater  detail  so  that  it  became  difficult  to  employ  relays.  The  scope 
of  the  Ten  Hours  Bill  was  extended  in  the  1860’s,  although  industries 
other  than  textile  -were  not  covered  until  the  Consolidating  Act  of 
1878.  The  minimum  age  of  child  labor  was  now  raised  to  ten,  the 
employment  of  women  was  further  restricted,  and  sanitary  inspection 
and  safety-regulations  were  improved.  None  of  this  legislation, 
except  the  details  of  sanitation,  was  applicable  to  adult  males  but 
their  weekly  hours,  of  course,  were  almost  everywhere  scaled  down 
to  sixty  or  less. 

Meanwhile,  fragmentary  statistical  data  on  the  effect  of  the 
Act  of  1847  had  been  gathered  by  the  factory  inspectors.  The  initial 
consequences  were  partly  obscured  by  a  severe  trade  depression. 
Wages  in  textiles  fell,  but  much  less  than  the  16  per  cent  reduction 
in  hours  or  the  10  per  cent  reduction  in  piece  rates.  After  the  revival 
of  prosperity  in  the  1850’s,  Horner  and  Tooke  declared  that  the  Ten 
Hours  Bill  had  not  depressed  either  earnings  or  output  owing  to  an 
increase  in  the  intensity  of  labor.2 

There  is  no  indication  that  economists  shared  the  belief  that 
shorter  hours  had  paid  for  themselves  through  a  rise  in  output  per 
man.  New  editions  of  Mill’s  Principles  in  the  fifties  and  sixties  reveal 
no  alterations  with  respect  to  the  topic  under  discussion.  Cairnes’ 
writings  contain  no  explicit  discussion  of  the  Factory  Acts.  Fawcett, 
however,  delivered  a  lecture  on  the  question  in  1872  in  the  midst  of 
a  new  campaign  for  a  nine  hours’  day.  At  the  outset  he  expounded 
the  familiar  theme  of  the  free  agent: 

It  certainly  appears  to  me  that  it  is  quite  as  desirable  to  pass  a  law  limiting 
the  number  of  hours  which  a  child  is  permitted  to  work,  as  it  would  be  undesir¬ 
able  to  impose  similar  restrictions  upon  men  and  women.  If  grown-up  persons 
overwork  they  do  it  of  their  own  free  will. 


Moreover  he  had  no  patience  with  Mill’s  “hypothetical  argument” 
in  favor  of  state  intervention.  This  is  “the  old  story,”  Fawcett  com- 


2  See  G.  H.  Wood  “Factory  Legislation,  considered  with  reference  to  the 
Wages,  etc.,  of  the  Operatives  Protected  thereby,”  Journal  of  the  Royal  Statistical 
Society,  LXV  (June  1902),  p.  297. 


222 


QUARTERLY  JOURNAL  OF  ECONOMICS 


plained,  which  requires  us  to  believe  in  the  collective  wisdom  and 
infallible  judgment  of  the  legislature.  He  proceeded  to  examine  the 
notion  that  a  diminution  of  hours  could  increase  the  efficiency  of  labor 
and  thus  leave  output  unaffected.  He  admitted  that  there  was  some 
factual  evidence  which  might  be  adduced  in  behalf  of  this  argument. 
Still,  he  insisted  that  generally  entrepreneurs  could  be  trusted  to 
maximize  profits  and,  thereby,  to  achieve  an  optimum  length  of  the 
work  day  from  the  viewpoint  of  maximizing  output  per  man-hour.3 

The  success  of  the  Nine  Hours  Movement,  Fawcett  warned, 
would  open  the  way  to  a  campaign  in  favor  of  eight  hours,  and  so 
forth.  Already,  England  “can  scarcely  hold  her  own  in  some  trades  in 
which  she  once  had  an  almost  undisputed  supremacy.”  When  the 
Nine  Hours  Law  came  up  for  debate  in  Parliament  Fawcett  spoke 
against  it  on  the  grounds  that  “this  House  has  no  right  to  interfere 
with  the  labour  of  adults”  or  to  place  the  employment  of  women  on 
a  different  footing  from  the  employment  of  men.4 

Although  Jevons  is  not  a  classical  economist,  his  treatment  of  the 
Factory  Acts  contains  some  instructive  differences  as  well  as  similar¬ 
ities  to  the  classical  analysis.  Jevons  denied,  first  of  all,  that  the 
question  can  be  decided  once  and  for  all  on  “some  supposed  principle 
of  liberty.”  The  same  principle,  if  it  existed,  would  apply  to  adult 
women  whose  hours  were  already  regulated.  Moreover,  a  mass  of 
“paternal  legislation,”  such  as  the  Truck  Acts,  the  Coal  Mines  Act, 
and  a  series  of  bills  relating  to  merchant  shipping  and  the  fencing  of 
machinery,  had  long  ago  been  sanctioned  for  the  protection  of  adult 
men.  On  the  face  of  it,  he  saw  no  reason  to  prohibit  state  action  in 
the  matter  “if  it  could  be  clearly  shown  that  the  existing  customs  are 
injurious  to  health  and  there  is  no  other  probable  remedy.”5 

At  the  same  time,  Jevons’  analysis  is  quite  innocent  of  the  type 
of  consideration  introduced  by  Thornton.6  Jevons  believed  it  to  be 
“an  economic  fallacy”  to  suppose  that  shorter  hours  could  give  rise 
to  any  counterbalancing  advantage  other  than  the  workmen’s  enjoy¬ 
ment  of  more  leisure.7  Then,  ignoring  Mill’s  contention  that  private 
interests  were  fundamentally  interdependent,  he  concluded: 

3.  H.  Fawcett,  Essays  and  Lectures  on  Social  and  Political  Subjects  (London. 
1872),  pp.  36,  113-15,  120. 

4.  H.  Fawcett,  Speeches  on  Current  Political  Questions  (London  1873) 
pp.  122  ff. 

5.  W.  S.  Jevons,  The  State  in  Relation  to  Labour  (London,  1882),  p.  65. 

6.  Thornton’s  argument  was  finally  “rediscovered”  by  Marshall  '{Principles 

pp.  695-96).  ’ 

7.  See  Jevons,  The  Theory  of  Political  Economy  (2d  ed.;  London  1879) 
pp.  63-64,  and  Methods  of  Social  Reform  and  Other  Papers  (London,  1883)'  p.  109'. 
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When  we  observe  too,  that  trades  unions  are  already  constantly  wrangling 
with  employers  for  a  reduction  of  hours,  while  individual  workmen  are  generally 
ready  to  work  overtime  for  a  moderate  inducement,  we  shall  be  led  to  think 
that  there  is  no  ground  whatever  for  legal  limitation  of  adult  male  labour  in 
the  present  day. 

V 

The  classical  analysis  of  the  Factory  Acts  consisted  of  two  quite 
separate  strands  of  thought.  On  the  one  hand,  factory  legislation 
was  criticized  in  terms  of  the  doctrine  of  “freedom  of  contract” 
between  enlightened  economic  agents.  On  the  other  hand,  it  was 
held  that  something  like  a  Ten  Hours  Bill  would  spell  the  ruin  of 
British  industry  if  unaccompanied  by  a  drastic  fall  in  money  wages. 
We  will  examine  each  argument  in  turn. 

In  so  far  as  the  problem  was  treated  as  a  matter  of  enlightened 
individualism,  the  attitude  of  the  classical  economists  was  unambigu¬ 
ous:  where  self-interest  was  plainly  unenlightened,  as  in  the  case  of 
children,  they  recommended  intervention  by  the  state,  differing  only 
about  the  proper  age  of  consent  and  the  scope  of  parents’  right  of 
supervision.  Nevertheless,  in  practice  this  meant  that  they  acqui¬ 
esced  in  just  so  much  legislation  as  had  already  been  achieved;  at  each 
stage  of  the  debate  they  warned  against  further  measures.  Invari¬ 
ably,  notions  about  the  age  at  which  a  worker  becomes  a  “free  agent” 
changed  in  the  wake  of  legislation,  at  each  turn  approving  a  fait 
accompli. 

McCulloch’s  treatment  of  the  question  is  typical  in  this  respect. 
One  would  hardly  describe  him  as  a  supporter  of  the  Factory  Acts. 
Senior  is  another  telling  example.  In  his  Letters  on  the  Factory  Acts 
he  agreed  that  no  child  of  eleven  should  be  employed  as  much  as 
twelve  hours  a  day;  this  implied  acceptance  of  Althorp’s  Act  which 
defined  thirteen  as  the  age  at  which  “the  period  of  childhood,  properly 
so  called,  ceases.”  In  1841  he  thought  that  the  “age  of  consent” 
ought  to  be  raised  from  thirteen  to  fourteen;  in  1847  he  urged  that  it 
be  set  at  sixteen,  that  is,  two  years  below  the  age  of  consent  stipulated 
in  the  Ten  Hours  Bill.  Similarly,  he  now  assented  to  a  six  and  one- 
half  hour  day  for  children,  as  called  for  in  the  Act  of  1844.  But  he 
never  changed  his  mind  about  the  undesirability  of  regulating  adult 
labor.8 

8.  Sorenson,  op.  cit.,  pp.  260-61.  Walker’s  observation  (op.  cit.)  that 
“reputable  and  orthodox  economists  like  Colonel  Robert  Torrens,  Joseph  Hume, 
Thomas  Tooke,  Edwin  Chadwick,  and  Leonard  Horner,  were  all  favorable  to 
factory  legislation  as  long  as  it  was  limited  to  children”  completely  begs  the 
question.  Not  only  were  some  of  these  “economists”  never  regarded,  by  them¬ 
selves  or  others,  as  spokesmen  of  economic  science,  but  all  public  figures  after 
1820  or  thereabouts  approved  of  factory  legislation  limited  to  children  below 

some  age  or  other. 
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Apart  from  being  wise  too  often  after  the  event,  the  classical  econ¬ 
omists  never  faced  the  question  whether  it  was,  in  fact,  possible  to 
protect  women  and  children  without  interfering  with  the  employment 
of  adult  males.  Strictly  speaking,  economists  are  not  concerned  with 
administrative  feasibility.  Still,  the  total  neglect  of  the  difficulties 
created  by  the  relay  system  rendered  most  of  the  classical  prescrip¬ 
tions  for  legislation  void  of  practical  significance.  In  addition,  the 
notion  of  “free  agents”  was  in  itself  extremely  vague.  The  whole 
case  against  the  Factory  Acts  based  on  this  concept  falls  to  the  ground 
once  we  consider  Mill’s  argument  that  the  ability  of  adult  operatives 
to  recognize  their  own  self-interests  does  not  prevent  them  collectively 
from  working  longer  hours  than  each  alone  might  have  found  desir¬ 
able.  Although  Mill  presented  this  argument  in  one  of  the  most 
widely  read  treatises  of  the  period,  he  never  for  one  moment  succeeded 
in  deflecting  the  debate  from  the  well-worn  theory  of  free  agents. 
This  is  all  the  more  surprising  since  this  doctrine  is  repeatedly 
attacked  in  the  reports  of  the  factory  inspectors.9 

In  the  case  of  Mill  and  Fawcett  the  problem  of  factory  reform 
was  complicated  by  the  issue  of  feminism.  They  feared  that  the  Ten 
Hours  Bill  would  encourage  the  substitution  of  unprotected  adult 
males  for  protected  female  workers.1  Since  the  emancipation  of 
women  was  held  to  be  dependent  upon  unlimited  access  to  factory 
employment,  they  thought  it  necessary  to  condemn  the  Factory  Acts 
in  so  far  as  these  involved  restrictions  upon  the  hours  of  women 
workers. 

All  things  considered,  the  Ten  Hours  camp  was  not  far  wrong 
in  regarding  “political  economy”  with  its  slogan  of  “free  agents”  as 
a  major  obstacle  to  factory  reform.  This  is  even  more  true  when 
we  consider  the  arguments  based  directly  upon  economic  theory.  It 
cannot  be  doubted  that  the  Ten  Hours  movement  would  have  met 
with  much  less  hostility  if  economists  had  insisted  from  the  outset, 
as  did  John  Stuart  Mill  in  1848,  that  the  wage  and  employment 
effects  of  shorter  hours  were  “in  every  particular  instance  a  question 
of  fact,  not  of  principle.”  To  be  sure,  economic  theory  added  very 
little  in  the  way  of  theoretical  analysis  to  popular  thinking  about  the 
Factory  Acts.  The  level  of  formal  analysis  barely  rose  above  the 

9.  See  the  citations  by  K.  Marx,  Capital  (New  York,  1939),  p.  288. 

1.  Their  fears  seem  to  have  been  unfounded.  Available  data  covering  the 
period  1835-70  reveal  a  steady  tendency  to  replace  protected  children  with  simi¬ 
larly  protected  adults  and  young  persons;  women  above  thirteen  comprised  from 
50-56  per  cent  of  the  labor  force  throughout  the  period.  See  Wood,  op.  cit., 
pp.  310-11. 


THE  CLASSICAL  ECONOMISTS 


225 


commonplace:  no  effort  was  made  to  distinguish  the  short-run  and 
long-run  effects  of  a  change  in  hours,  without  which  distinction  any 
analysis  was  bound  to  be  naive.  In  this  sense,  it  is  true  to  say  that 
“had  there  been  no  classical  economic  theory,  the  arguments  would 
have  been  essentially  the  same.”2  Nevertheless,  the  assumption  of  a 
constant  productivity  of  labor  irrespective  of  the  length  of  the  work¬ 
ing  day  had  been  challenged  by  at  least  one  economist,  William 
Thornton.  On  the  face  of  it,  there  is  nothing  in  classical  theory 
which  would  have  prevented  a  consideration  of  this  factor;  once  intro¬ 
duced  there  is  little  left  of  Torrens’  Letter  to  Ashley,  “the  best  tract 
in  opposition  to  the  ten-hours  project.” 

McCulloch’s  use  of  the  wages  fund  doctrine  to  show  that  it  is 
fruitless  to  restrict  hours  by  legislative  enactment  is  simply  wrong. 
He  failed  to  realize  that  at  bottom,  and  apart  from  humanitarian 
motives,  the  leaders  of  the  Ten  Hours  movement  were  trying  to 
restrict  the  supply  of  labor  in  order  to  maintain  the  rates  of  wages  in 
periods  of  severe  unemployment.  It  is  no  accident  that  all  the 
Factory  Acts  in  the  first  half  of  the  nineteenth  century  were  passed 
after  vigorous  working  class  agitation  “at,  or  close  to,  a  low  point  in 
cyclical  fluctuations.”3  At  such  times  employers  were  more  inclined 
to  accept  restrictive  legislation,  but  that  is  not  the  point.  Only  under 
depressed  conditions  can  workers  hope  to  gain  instantly  by  an  elim¬ 
ination  of  child  and  female  labor;  in  a  boom  the  immediate  effect 
would  be  a  reduction  in  real  income  per  family.  Needless  to  say, 
the  wages  fund  doctrine  is  quite  adequate  to  show  why  a  reduction 
in  the  labor  supply  does  tend  to  reduce  wages.  At  the  same  time,  it 
must  be  said  that  the  doctrine  is  really  inappropriate  to  a  discussion 
of  the  Factory  Acts:  it  assumes  that  the  size  of  the  labor  force  is  a 
constant  proportion  of  the  total  population,  thus  ignoring  variations 
in  the  child  and  female  participation  rate. 

In  a  class  by  itself  is  Fawcett’s  contention  that  pecuniary  motives 
alone  bring  about  the  adoption  of  a  work  day  that  optimizes  output 
per  man-hour.  This  argument  is  open  to  the  objection  that  it 
assumes  perfect  foresight.  Contrariwise,  Thornton’s  thesis  amounts 
to  a  denial  of  perfect  knowledge  on  the  part  of  the  entrepreneur.  We 
should  say  today  that  entrepreneurs  may  have  little  incentive  to 
reduce  hours  since  the  immediate  effect,  if  wages  are  kept  constant, 
is  to  increase  costs  and  decrease  output;  whereas,  a  simultaneous 
reduction  in  wages  under  these  circumstances  is  bound  to  affect 


2. 

3. 


Walker,  op.  cit.,  p.  177.  _  ^ 

W.  W.  Rostow,  British  Economy  of  the  Nineteenth  Century,  p.  118. 
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efficiency  adversely.  Thus,  employers  may  fail  to  maximize  output 
per  man-hour  owing  to  an  excessive  emphasis  on  profit  maximization 
in  the  short  run.4  Be  that  as  it  may,  Fawcett’s  line  of  reasoning 
clearly  shows  where  the  classical  economists’  treatment  of  hours 
legislation  is  deficient:  they  had  no  theory  of  the  firm.5 

There  is  a  simple  moral  in  all  this:  for  some  purposes  a  theory  of 
economic  growth  is  not  enough. 

Mark  Blaug. 

Yale  University 

4.  See  J.  R.  Hicks,  The  Theory  of  Wages,  pp.  104-10.  Even  on  the  assump¬ 
tion  of  perfect  foresight,  this  is  a  clear  case  of  private  costs  diverging  from  social 
costs.  There  is  no  reason  why  the  classical  economists  could  not  have  considered 
this  possibility;  the  distinction  between  private  and  social  costs  is  implicit  in 
Adam  Smith’s  discussion  of  public  works. 

5.  Since  Jevons  likewise  had  no  theory  of  the  firm  he  was  unable  to  improve 
upon  classical  analysis  in  this  respect. 
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I.  Introduction 

In  a  recent  article  in  this  Journal,  Akerman  suggests  that: 
“Cobweb  phenomena  of  the  traditional  type  involving  growing  dis¬ 
equilibrium  are  ...  in  reality  rather  improbable.”1  Akerman  asserts 
that  other  writers  on  “.  .  .  cobweb  phenomena  have  operated  with 
one  unique  normal  supply  schedule  without  distinguishing  between 
short-  and  long-term  schedules.  This  is  the  reason  why  they  have 
ascribed  quite  exaggerated  properties  to  the  cobweb  phenomena.”2 
The  purpose  of  this  article  is  to  examine  Akerman’s  proposition  in  the 
light  of  recent  developments  in  the  theory  and  estimation  of  distrib¬ 
uted  lags.  Some  tentative  empirical  results  are  presented  which 
suggest  that  instability  may  exist,  however  “improbable”  it  may 
appear  to  be  from  a  theoretical  point  of  view.  It  is  thus  demonstrated 
once  again  that  it  is  difficult  to  draw  conclusions  about  reality  from 
a  purely  theoretical  model. 

In  his  article  on  the  cobweb  theorem,  Ezekiel  set  out  to  show 
that  “.  .  .  classical  economic  theory  rests  upon  the  assumption  that 
price  and  production,  if  disturbed  from  their  equilibrium,  tend  to 
gravitate  back  toward  that  normal.  The  cobweb  theory  demon¬ 
strates  that,  even  under  static  conditions,  this  result  will  not  neces¬ 
sarily  follow.”3  The  conditions  under  which  the  cobweb  theorem 
was  supposed  to  apply  were: 

“(1)  where  production  is  completely  determined  by  the  producers  response  to 
price,  under  conditions  of  pure  competition  (where  the  producer  bases  plans  for 
future  production  on  the  assumption  that  present  prices  will  continue,  and  that 

*  I  am  indebted  for  helpful  comments  to  R.  J.  Foote,  formerly  of  the  U.  S. 
Agricultural  Marketing  Service,  and  to  Max  Steuer.  _ 

1.  Gustav  Akerman,  “The  Cobweb  Theorem:  A  Reconsideration,  this 

Journal,  LXXI  (Feb.  1957),  158. 

2  Ibid  p  155 

3!  Mordecai  Ezekiel,  “The  Cobweb  Theorem,”  this  Journal,  LII  (1938),  279. 
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his  own  production  plans  will  not  affect  the  market) ;  (2)  where  the  time  needed 
for  production  requires  at  least  one  full  period  before  production  can  be  changed, 
once  the  plans  are  made;  and  (3)  where  the  price  is  set  by  available  supply.”* 

Ezekiel  does  not  state  explicitly  the  period  to  which  his  supply  curve 
is  supposed  to  refer.  Buchanan  has  pointed  out  that  it  must  be 
.  .  completely  reversible  throughout  its  whole  length  with  respect 
to  each  period  ...”  and  it  therefore  has  at  least  one  characteristic 
of  a  “long-period  competitive  supply  curve.”5  As  Akerman  points 
out,  we  cannot  be  sure  that  Ezekiel  had  in  mind  any  particular  period, 
long  or  short. 

One  of  the  crucial  conditions  under  which  the  cobweb  theorem 
is  supposed  to  apply  —  to  which  we  return  in  Section  III  —  is  that 
“.  .  .  the  producer  bases  his  plans  for  future  production  on  the  assump¬ 
tion  that  present  prices  will  continue.”  If  this  is  not  the  case,  rigid 
price  expectations  may  produce  irreversible  supply  conditions  in  the 
short  run. 

Akerman  points  out  that  Ezekiel  defines  supply  during  the  con¬ 
sumption  year  as  the  aggregate  of  the  year’s  harvest  and  the  whole 
existing  normal  stock  so  that  the  very  shortest-run  supply  schedule 
is  perfectly  inelastic.  In  his  own  model  Akerman  treats  market  supply 
so  that  supply  within  the  year  is  not  perfectly  inelastic.  For  our  pur¬ 
poses,  we  assume  that  farmers  face  an  excess  demand  curve  for  net 
additions  to  stocks  and  consumption,  i.e.,  we  deduct  the  schedule  of 
excess  supply  from  storage  from  the  demand  schedule  for  consump¬ 
tion  in  order  to  arrive  at  the  derived  demand  for  a  particular  crop  at 
the  farm  level.  Neglecting  abandonment,  we  thus  have  a  perfectly 
inelastic  short-run  supply  schedule  facing  a  derived  demand  schedule. 
Under  these  conditions  and  the  other  conditions  outlined  above,  the 
following  simple  exposition  of  the  cobweb  theorem  can  be  given: 

Let  gf*  =  the  quantity  demanded,  gf  =  the  quantity  supplied 
and  Pt  =  the  price,  where  all  are  taken  for  the  period  t.  In  the 
neighborhood  of  any  point,  say  equilibrium,  we  can  approximate  the 
supply  and  demand  schedules  by  linear  functions: 

(1)  g?  =  a  +  bPt 

qst  =  c  +  dPt_  i. 


Condition  (3)  above  implies  that  g?  =  gf  for  all  t.  Hence 


(2) 


P 


Pt- 1 


4.  Ibid.,  p.  272. 

5.  Norman  S.  Buchanan,  “A  Reconsideration  of  the  Cobweb  Theorem,” 
Journal  of  Political  Economy,  XLVII  (Feb.  1939),  68-69. 
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The  equilibrium  price  is  one  at  which  Pt  =  Pt-\  .  Let  P0  be  the 
equilibrium  price,  then 


(3) 


Po  = 


c  —  a 


b  -  d 


If  the  price  is  initially  P  ^  P0,  will  the  price  approach  P0,  fluctuate 
endlessly  around  it,  or  oscillate  in  explosive  fluctuations?  Equation 
(2)  is  a  first  order  difference  equation  in  actual  price.  Its  solution  is 


(4) 


where  P  5*  P0  is  the  initial  price.6  It  can  easily  be  seen  that  only 

when  —  <1  will  the  price  tend  toward  equilibrium.  Since  b  <  0 

b 

and  d  >  0,  typically,  only  oscillations  occur:  they  are  explosive  if 

-  <  —  1 ;  steady  if  ^  =  —  1 ;  and  damped  if  —  1  <  -  ^  0.  This 
b  b  0 

is  essentially  what  the  traditional  cobweb  theorem  states. 


II.  Akerman’s  Argument 


Akerman  considers  a  special  crop  A,  the  demand  for  and  supply 
of  which  have  been  in  equilibrium  for  some  time  past.  As  noted 
earlier,  he  also  assumes  the  existence  of  stocks,  and  considers  the 
excess  supply  of  stocks  to  be  added  to  the  producers  supply  in 
arriving  at  the  market  supply.  Suppose  now  that  the  demand  curve 
for  A  shifts  to  the  right.  Initially,  the  price  will  rise,  and,  because 
stocks  are  included  in  supply,  equilibrium  of  a  sort  will  be  achieved 
at  the  intersection  of  a  less  than  perfectly  inelastic  short-run  supply 
schedule  and  the  new  demand  schedule.  But,  adds  Akerman,  this 
short-run  supply  schedule  is  not  the  only  supply  schedule  involved 


in  our  problem: 

“A  crop  product  A  is  very  seldom  cultivated  as  the  sole  crop  of  a  farm. 
Different  crops  are  generally  combined  in  rotation  systems.  Such  systems  usually 
enhance  the  effectiveness  of  fertilizers  and  the  possibilities  of  suppressing  weeds, 
and  also  facilitate  a  more  even  distribution  throughout  the  year  of  farm  labor. 
A  permanent  enlargement  of  crop  A,  therefore,  will  generally  be  of  some  dis¬ 
advantage  and  cause  some  additional  cost.  Such  cost  unit  he  undertaken  only  if 
the  higher  price  pa  of  A  can  he  expected  to  he  of  a  permanent  nature  [italics  mine]. 

6.  See  R.  G.  D.  Allen,  Mathematical  Economics  (New  York:  St.  Martin’s 
Press,  1956),  chap.  6,  pp.  176-208. 
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The  extension  of  cultivation  of  A  may  also  be  attained  through  an  extension  of 
total  land  under  cultivation.  But  such  additional  land  will  generally  be  of  some¬ 
what  inferior  quality  [although  not  necessarily  inferior,  since  a  question  of  com¬ 
parative  rather  than  absolute  advantage  is  involved]  causing  some  additional  cul¬ 
tivation  cost  and  requiring  a  somewhat  higher  price  pa.  The  long-term  normal 
supply  curve  for  extended  A  production  is  thus  of  a  slowly  rising  nature. 

“In  the  space  between  the  market  supply  curve  and  the  long-term  normal 
supply  curve  a  short-term  normal  supply  curve  is  situated.  Long-term  normal 
supply  conditions  will  generally  not  be  fully  established  until  several  years  have 
elapsed  after  each  particular  price  change.”7 


Thus,  in  the  year  following  a  shift  in  demand,  production  will  expand 
along  a  “short-run  normal”  supply  curve  intermediate  to  the  short- 
run  and  “long-run  normal”  supply  curves. 

Similarly,  when  price  falls  after  production  is  greatly  increased, 
production  will  not  immediately  be  cut  back  to  its  former  level  or  less 
than  its  former  level,  but  will  follow  a  new  “short-run  normal”  supply 
curve,  the  elasticity  of  which  is  less  than  that  of  the  “long-run  nor¬ 
mal”  supply  schedule  but  greater  than  that  of  the  short-run  supply 
schedule.  Thus  Akerman’s  assumption  of  a  series  of  “.  .  .  different, 
successively  arising  and  vanishing,  moderately  elastic  short-term  nor¬ 
mal  supply  curves  ...”  leads  him  to  a  graphical  demonstration  that 
cobweb  fluctuations  involving  growing  disequilibrium  are  improbable.8 

In  subsequent  sections  of  this  article,  the  difference  between 
short-  and  long-run  supply  or  demand  is  expressed  in  analytical 
rather  than  graphical  form,  which  makes  possible  more  definite  con¬ 
clusions  and  leads  readily  to  empirical  applications. 


III.  Reformulation  in  Terms  of  Adaptive  Expectations 
Akerman  pointedly  remarks  that  a  position  along  the  “long¬ 
term  normal”  supply  schedule  will  be  taken  only  if  the  price  corre¬ 
sponding  to  that  position  “.  .  .  can  be  expected  to  be  of  a  permanent 
nature.  Later  he  remarks  that  if  “.  .  .  the  price  pa  has  risen  the 
farmer,  generally,  will  not  be  convinced  it  will  remain  so  elevated 
until  several  years  have  elapsed.”9  Thus  it  might  be  said  that 
farmers  react  to  expected  normal  price  and  that  this  is  not  generally 
the  same  as  price  at  harvest.1 


7.  Akerman,  op.  cit.,  p.  154. 

8.  Ibid.,  p.  158. 

9.  Ibid.,  p.  154. 


1.  For  some  estimates  of  the  elasticities  of  supply  of  certain  agricultural 
commodities  based  on  this  principle  see  my  “Estimates  of  the  Elasticities  of 
tuPPjy  Selected  Agricultural  Commodities,”  Journal  of  Farm  Economics, 
XXXVTII  (May  1956),  496-509,  and  my  “Estimates  of  the  Elasticities  of  Supply 
of  Corn,  Cotton,  and  Wheat,”  unpublished  Ph.D.  dissertation,  The  Johns  Hopkins 
University  (Baltimore:  1956). 
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Expectations  of  future  prices  may  be  autonomous,  induced,  or 
divided  into  two  components,  one  of  which  is  autonomous,  the  other 
induced.  Induced  expectations  are  the  result  of  movements  in  past 
prices.2  Only  induced  price  expectations  are  amenable  to  economic 
analysis  in  the  present  context.  That  a  price  change  must  remain 
in  effect  for  a  considerable  period  of  time  before  farmers  will  become 
convinced  of  its  permanence  and  take  up  positions  along  a  “long¬ 
term  normal”  supply  schedule  would  appear  to  indicate  that  ikerman 
has  in  mind  a  particular  kind  of  induced  expectations:  Farmers  take 
past  prices  into  account  when  forming  their  expectations  of  future 
“normal”  price,  but  they  do  not  give  all  the  weight  to  one  particular 
price.  When  current  price  increases,  farmers  may  be  expected  to 
discount  some  of  the  increase,  i.e.,  they  will  not  believe  the  per¬ 
manence  of  the  entire  change.  Arrow  and  I  have  called  such  induced 
expectations  “adaptive.”3 

Intuitive  considerations  of  the  sort  which  Akerman  sets  forth 
would  lead  us  to  suppose  that  producers’  supply  depends  on  a  great 
many  past  prices,  i.e.,  the  effect  of  a  price  change  is  distributed  over 
a  great  many  periods.4  The  distribution  of  the  effects  of  a  price 
change  over  many  periods  due  to  expectational  rigidities  may  be 
represented  by  a  variant  of  a  model  developed  originally  by  Cagan.5 
Let  P’t  be  expected  “normal”  price  in  period  t,  and  let  j8  be  a  constant 
of  proportionality  called  the  coefficient  of  expectations;  then  the 
model  in  question  is 

(5)  p‘,  -  p‘t- ,  =  0  [p,_,  -  p;_j  ,  o  <  0  $  i . 

In  words,  farmers  revise  their  previous  expectations  of  "normal” 

2.  Alain  C.  Enthoven  and  Kenneth  J.  Arrow,  “A  Theorem  on  Expectations 
and  the  Stability  of  Equilibrium,”  Econometrica,  XXIV  (July  1956),  288-93. 

3.  Kenneth  J.  Arrow  and  Marc  Nerlove,  “A  Note  on  Expectations  and 
Stability,”  Technical  Report  No.  41,  Department  of  Economics,  Stanford  Uni¬ 
versity,  Stanford,  California  (March  25,  1957) ;  to  be  published  in  revised  form 
in  Econometrica  (April,  1958). 

4.  We  thus  have  a  distributed  lag  of  an  expectational  nature.  Such  lags 
are  discussed  at  length  in  my  Using  Distributed  Lags  m  the  Analysis  of  Demand 
for  Agricultural  and  Other  Commodities,  forthcoming  publication  of  the  U.  S. 
Department  of  Agriculture. 

5.  Phillip  Cagan,  “The  Monetary  Dynamics  of  Hyper-Inflation,”  in  Studies 
in  the  Quantity  Theory  of  Money,  ed.  M.  Friedman  (Chicago:  University  of  Chicago 
Press,  1956).  It  should  be  noted  that  Cagan’s  model  may  be  derived  from  Hicks’s 
definition  of  the  elasticity  of  expectations.  See  J.  R.  Hicks,  Value  end  Capital, 
2d  ed.,  p.  205.  In  its  logarithmic  form  the  model  may  be  derived  by  setting  the 
elasticity  of  expectations  equal  to  a  constant  (see  Arrow  and  Nerlove,  op.  cit.). 
However,  it  is  doubtful  that  Hicks  actually  had  the  model  in  mind. 
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price  in  each  period  in  proportion  to  the  difference  between  actual 
price  and  what  was  previously  considered  to  be  “normal.”6 

The  model  of  expectation  formation  represented  by  equation  (5) 
may  be  applied  to  the  problem  of  instability  in  a  single  market.7  Let 

(6)  7?  =  a  +  bPt 

be  the  demand  equation,  as  before.  Let  the  supply  equation,  how¬ 
ever,  be 

(7)  (ft  =  c  +  dP\ . 

Lagging  equation  (7)  one  period,  substituting  for  in  (5),  solving 
for  Pi,  and  substituting  the  result  in  (7),  we  have 

(8)  qst  =  c0  +  d/SiVi  +  (1  -  0)5?-! . 

Since  we  assume  the  market  always  to  be  in  short-run  equilibrium 

(9)  ft  =  f  =  qt,  ??-i  =  flf-i  =  Qt- 1 » - 

By  (9),  and  from  equation  (6)  lagged  one  period  and  equation  (8) 
we  have 

(10)  qt  —  c0  +  d0Pt_x  +  (1  —  0)  [a  +  6P<-i] 

=  (c  —  a)0  +  a  +  [(d  —  6)0  +  6]  . 

From  (6),  (9),  and  (10),  therefore, 

Equation  (11)  is  a  first  order  difference  equation  in  Pt;  it  may 
be  solved  in  terms  of  the  initial  conditions  and  the  constant  param¬ 
eters  a,  b,  c,  d,  and  0.  If  P0  is  the  equilibrium  price,  and  P  ^  P0  is 
the  initial  price  (resulting,  say,  from  a  shift  in  the  demand  curve), 
then  the  solution  of  (11)  is 

(i2)  p, = p„+ (p0-  p)  ri|— 1)0+ iT  - 

6.  Equation  (5)  is  a  first  order  difference  equation  in  Pt  *: 

Pt  ~  (1  -  P)Pt-i  =  fiPt-l 

Regarding  Pt  as  a  known  function  of  time  this  may  be  solved  to  obtain 

Ft  =  pPt-l  +  (1  —  /3)/3Pt_2  +  (1  —  /3)2/3Pt-3  + . 

Thus,  if  supply  depends  on  expected  “normal”  price,  it  depends  on  past  prices 
taken  with  a  distributed  lag.  The  distribution  of  lag  depends  on  the  parameter  /3- 

7.  For  an  application  in  the  case  of  multiple  markets,  see  Arrow  and  Nerlove, 
op.  cit. 
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The  second  term  on  the  right  will  go  to  zero  as  t  increases  if,  and 
only  if, 


(13) 


6  - 1 ) s ;  j 


<  1. 


Thus,  (13)  is  a  necessary  and  sufficient  condition  that  return  to  equi¬ 
librium  will  be  achieved.  (13)  may  be  rewritten 


(14) 

since  0  >  0  by  assumption.  (14)  should  be  contrasted  with 


(15) 


d 

-l  <-  <1  , 
b 


which  is  the  traditional  cobweb  result.  (14)  reduces  to  (15)  when 
0  =  1.  When  0  =  1,  equation  (5)  also  reduces  to 

(16)  Pt  =  pt- 1 

so  that  the  model  given  by  equations  (5),  (6),  and  (7)  reduces  to  the 
ordinary  cobweb  model  in  the  case  where  the  coefficient  of  expecta¬ 
tions,  0,  is  unity. 

The  ranges  of  —  compatible  with  stability  are  shown  in  Figure  I 

b 

for  both  the  traditional  theory  of  the  cobweb  and  the  model  devel¬ 
oped  above.  The  only  range  compatible  with  stability  according  to 
the  traditional  theory  is  the  cross-hatched  area  lying  between  the 
lines  parallel  to  the  0-axis  through  1  and  —1.  The  range  compatible 
with  stability  if  0  is  not  1  includes  the  doubly  cross-hatched  area 
as  well.  It  should  be  noted  that  the  permissible  range  widens  as 
0  falls;  almost  any  positive  elasticity  of  supply  and  negative  elasticity 
of  demand  is  compatible  with  stability  when  the  coefficient  of  expecta¬ 
tion  is  low. 

While  it  can  be  seen  from  Figure  I  that  the  possibility  of  stability 
is  much  improved  when  adaptive  expectations  are  assumed,  it  is  by 
no  means  certain  that  stability  will  always  occur.  Whether  or  not 
it  will,  depends  on  the  relationship  among  the  slopes  of  the  demand 
and  “long-term  normal”  supply  curves  and  the  coefficient  of  expec¬ 
tations.8 

8.  This  relation  is  examined  empirically  for  corn,  cotton,  and  wheat  in 
Section  V. 


234 


QUARTERLY  JOURNAL  OF  ECONOMICS 


FIGURE  I 

Ranges  of  d/b  Compatible  with  Stability  under  the  Traditional  Cobweb 
Theorem  and  under  the  Theorem  when  Adaptive  Expectations  are 
Assumed. 

IV.  An  Alternative  but  Equivalent  Formulation 
It  is  possible  to  develop  an  alternative  model  based  on  the  tradi¬ 
tional  Marshallian  distinction  between  long  and  short  runs  which 
leads  to  precisely  the  same  conclusions  reached  in  the  preceding 
section.  The  usual  distinction  between  long-run  and  short-run  elas¬ 
ticities  of  supply  has  generally  been  made  on  the  basis  of  the  elastic¬ 
ities  of  supply  of  certain  factors  to  the  firm.9  The  contention  is  that 
in  the  shortest  of  short  runs  most  or  all  factors  of  production  are 
fixed  while,  as  time  passes,  successively  more  of  these  restrictions  are 
removed.  Under  this  interpretation  of  the  meaning  of  different  runs 
it  can  be  shown  that  the  short-run  elasticity  of  supply  for  an  individual 

9.  Milton  Friedman,  “Lectures  in  Price  Theory,”  unpublished  mimeo¬ 
graphed  notes  (Chicago:  1951),  pp.  119-24, 
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firm  is  always  less  than  or  equal  to  the  long-run  elasticity  of  supply. 
The  argument  hinges  on  the  fact  that  the  minimum  cost  of  produc¬ 
ing  an  additional  unit  of  output  cannot  be  less  when  an  entrepreneur’s 
freedom  of  choice  is  limited  than  when  he  is  completely  free  to  choose, 
because  he  always  has  the  alternative  of  choosing  exactly  that  sit¬ 
uation  to  which  he  was  previously  limited.1  Thus,  from  any  point 
on  a  long-run  supply  schedule,  we  may  think  of  a  fan  of  short-run 
supply  curves  which  gradually  approach  the  long-run  supply  sched¬ 
ule,  from  the  right  above  it,  and  from  the  left  below  it.  Akerman 
has  pictured  this  situation  graphically.2 

In  order  to  develop  a  mathematical  model  of  cobweb  phenomena 
based  on  the  considerations  discussed  above,  it  is  not  necessary  to 
reject  Ezekiel’s  original  assumption  that  farmers  react  to  the  price 
at  the  preceding  harvest.  Although  it  is  possible  to  retain  the  assump¬ 
tion  about  expectations  of  long-run  normal  price  outlined  in  Section 
III,  this  will  not  be  done  here.  Instead,  we  assume  that  supply  is  a 
function  of  last  period’s  price,  Pt-i  • 

The  considerations  of  the  first  paragraph  of  this  section  suggest 
the  following  simple  model  of  the  relation  between  current  output 
and  long-run  equilibrium  output;  Let  ft  be  the  long-run  equilibrium 
quantity  supplied,  in  contrast  to  f  which  is  the  current  quantity 
supplied.  Let  0  <  y,  ^  1  be  a  constant  of  proportionality  which  we 
shall  call  the  coefficient  of  adjustment.  The  following  equation,  when 
coupled  with  a  long-run  supply  curve,  yields  a  fan  of  short-run  supply 
curves  through  each  point  of  the  long-run  curve: 

(17)  f  ~  ft-i  =  7»  [ft  ~  ?f-i]  >  0  <  7*  ^  1  • 

In  words,  the  rate  of  adjustment  to  long-run  equilibrium  is  propor¬ 
tional  to  the  difference  between  current  output  and  the  long-run 
equilibrium  output.3 

Let  the  demand  curve  be  equation  (6)  as  before,  but  now  let 
the  long-run  supply  curve  be 

(18)  ft  =  c  +  dPt  _  i . 

That  is,  suppose  farmers  base  their  long-term  plans  on  price  the 
preceding  harvest,  but  that  they  cannot  or  do  not  realize  these 


1.  Ibid.,  p.  122. 

2.  Akerman,  op.  cit.,  Figure  I.  .  , 

3  The  characteristics  of  this  model  are  discussed  more  fully  in  Distributed 

Lags  and  Demand  Analysis,  op.  cit.,  and  in  “Estimates  of  the  Elasticities  of 
Supply  of  Corn,  Cotton,  and  Wheat,”  op.  cit.,  pp.  59-67.  I  have  used  it  in  quite 
a  different  context  in  my  “A  Note  on  the  Long-Run  Automobile  Demand, 
Journal  of  Marketing,  XXII  (July  1957),  57—64. 
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plans  in  the  short  run.  We  assume  market  equilibrium  in  both  the 
long  and  short  runs;  hence, 

(19)  ft  =  qf  =  qt  and 

ft  =  ft  = 

Since  no  difference  between  short-  and  long-run  demand  is  assumed, 
the  current  and  long-run  quantities  demanded  are  one  and  the  same. 
By  a  procedure  similar  to  that  used  in  the  preceding  section,  we  have 
from  equations  (6)  and  (17)— (19) : 

(20) 

Equation  (20)  is  precisely  the  difference  equation  (11)  with  y„  in  place 
of  /3.  It  therefore  has  the  same  solution,  and  the  necessary  and 
sufficient  conditions  for  a  convergent  cobweb  are 

2  d 

(21)  1  -  -  <  -  <  1 . 

y»  o 

The  model  expressed  by  equations  (6),  (17),  and  (18)  reduces  to  the 
ordinary  cobweb  model  when  7,-1. 

V.  Some  Empirical  Results 

In  previous  sections  we  have  developed  two  models  of  cobweb 
phenomena  which,  although  based  on  different  considerations,  lead 
to  the  same  necessary  and  sufficient  condition  for  stability.  In  this 
section  we  present  empirical  estimates  of  the  long-run  elasticities  of 
supply  of  corn,  cotton,  and  wheat  based  on  models  of  the  types  dis¬ 
cussed  above.  These  are  combined  with  existing  estimates  of  the 
elasticities  of  demand  to  yield  measures  of  the  ratio  d/b  for  the  three 
commodities.4  These  ratios  are  then  compared  with  the  lower  limit 
1  -  2/j8  or  1  -  2/t*  . 

Previous  estimates  of  the  elasticities  of  demand  for  corn,  cotton, 
and  wheat  at  the  farm  level  indicate  that  they  range  from  a  low  of 
about  —.1  for  wheat  to  about  —.3  for  cotton  and  a  high  of  —.6 
for  corn.6 

Estimates  of  the  elasticities  of  supply  of  corn,  cotton,  and  wheat 
have  previously  been  derived  on  the  same  general  assumptions  as 

4.  In  the  neighborhood  of  equilibrium,  the  ratio  of  the  elasticity  of  supply 
to  the  elasticity  of  demand  crudely  measures  the  ratio  of  the  two  slopes. 

5.  See  Richard  J.  Foote,  John  W.  Klein,  and  Malcolm  Clough,  The  Demand 
and  Price  Structure  for  Corn  and  Total  Feed  Concentrates,  U.  S.  Department  of 
Agriculture  Technical  Bulletin  No.  1061  (1952),  pp.  39-41;  Frank  Lowenstein 
and  Martin  S.  Simon,  “Analyses  of  Factors  that  Affect  Mill  Consumption  of 
Cotton  in  the  United  States,”  Agricultural  Economics  Research,  VI  (1954),  101-10; 
and  Kenneth  W.  Meinken,  “The  Demand  and  Price  Structure  for  Wheat,”  U.  S. 
Department  of  Agriculture  Technical  Bulletin  No.  1136  (1955),  pp.  42-13. 


ADAPTIVE  EXPECTATIONS 


237 


those  on  which  the  models  of  sections  III  and  IV  are  based.6  The 
estimates  of  the  elasticities  of  supply  and  /3  or  ys  have  been  derived 
by  two  methods:  one  I  have  called  the  “iterative”  method,  and  the 
other  the  “noniterative.”  For  an  explanation  of  the  two  methods 
the  reader  is  referred  to  the  sources  of  the  estimates.  The  period  of 
estimation  was  1909-32.  The  estimates  obtained  by  the  iterative 
method  range  from  a  low  of  0.4  for  corn  to  1.2  for  wheat  and  a  high 
of  4.5  for  cotton;  those  obtained  by  the  noniterative  range  from  a 
low  of  0.2  for  com  to  0.7  for  cotton  and  a  high  of  0.9  for  wheat.  As 
the  two  sets  of  estimates  differ  considerably,  it  is  well  to  regard  the 
results  obtained  with  either  set  as  essentially  illustrative. 

As  a  by-product  of  the  estimates  of  the  long-run  elasticities  of 
supply  described  in  the  preceding  paragraph,  estimates  of  the  coeffi¬ 
cients  of  expectations,  /3,  or  the  coefficient  of  adjustment,  ys,  were 
derived.  The  two  models  presented  above  suggest  precisely  the 
same  form  of  regression,  so  that  what  is  called  0  in  one  regression  may 
equally  well  be  interpreted  as  ys.  Which  interpretation  we  use  makes 
little  difference  in  examining  the  results  for  stability.  The  iterative 
estimates  of  /3  or  y8  range  from  a  low  of  0.04  for  cotton  to  0.25  for 
com  and  a  high  of  0.4  for  wheat;  the  noniterative  estimates  are  0.4 
for  cotton  and  0.5  for  wheat  and  com. 

Table  I  gives  the  ratios  of  the  elasticity  of  supply  to  the  elasticity 
of  demand  for  cotton,  wheat,  and  corn  for  the  two  methods  of  esti¬ 
mation  (columns  (3)  and  (4)).  Columns  (5)  and  (6)  present  the 

TABLE  I 

Cotton,  Wheat,  and  Corn:  Stability  of  an  Equilibrium  of  Demand  and 
Supply  for  Various  Estimates  of  the  Elasticity  of  Supply  and  the 
Coefficients  of  Expectations  or  Adjustment 


Crop 

Estimated  Elasticity  of  Supply 

Estimated  (1— 2//3)  or  (1  —2/ya)1 

Elasticity 
of  Demand1 

Assumed  Elasticity  of  Demand2 

Iterative 

Noniterative 

Iterative 

Noniterative 

Estimate  of 

Estimate  of 

Estimate 

Estimate 

the  Elasticity 

the  Elasticity 

of  Supply 

of  Supply 

(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

Cotton 

-.3 

-15.1* 

-2.2* 

-49.0 

-3.9 

Wheat 

-.1 

-11.8 

-9.3 

-  4.4 

-2.8 

Com 

-.6 

-  .7* 

-  .3* 

-  7.0 

-2.7 

*  Stable  equilibrium  indicated. 

1.  Sources  cited  in  footnote  5,  p.  236. 

2.  Sources  cited  in  footnote  6  below. 

6  See  “Estimates  of  the  Elasticities  of  Supply  of  Selected  Agricultural 
Commodities,”  op.  cit.,  and  “Estimates  of  the  Elasticities  of  Supply  of  Corn, 
Cotton,  and  Wheat,”  op.  cit.,  PP-  247-96. 
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values  of  1-2//3  or  1-2/%  for  the  two  methods  and  the  three  crops.  A 
comparison  of  one  of  the  columns  (3)  or  (4)  with  its  corresponding 
member  of  the  two  columns  (5)  and  (6)  indicates  the  nature  of  the 
equilibrium  between  demand  and  supply.  If  the  ratio  in  column  (3) 
or  (4)  is  less  in  absolute  value  than  the  corresponding  ratio  in  column 
(5)  or  (6),  then  the  equilibrium  is  stable.  If  it  is  greater  in  absolute 
value,  the  equilibrium  is  unstable.  If  the  two  are  equal,  the  equi¬ 
librium  is  neutral  in  the  sense  that  perpetual  but  nonexplosive  fluc¬ 
tuations  occur  if  the  equilibrium  is  disturbed.  Ratios  indicating  a 
stable  equilibrium  are  marked  with  an  asterisk.  Only  wheat  shows 
indication  that  its  equilibrium  is  unstable,  and  this  holds  regardless 
of  which  method  we  use  to  estimate  the  elasticity  of  supply.  The 
other  crops,  cotton  and  corn,  appear  to  have  stable  equilibriums  of 
demand  and  supply. 

It  may  seem  somewhat  difficult  to  believe  that  the  equilibrium 
of  demand  and  supply  is  actually  unstable  in  the  case  of  wheat.  We 
should,  however,  remember  that  instability  may  exist  only  within  a 
certain  range  of  prices;  while  the  demand  for  wheat  may,  in  fact,  be 
highly  inelastic  in  the  range  of  prices  which  prevailed  during  the 
period  used  in  estimation,  it  is  probable  that  at  a  lower  range  of 
prices  it  is  highly  elastic.  At  a  somewhat  lower  range  of  prices,  wheat 
would  be  used  for  feed  and  would  compete  strongly  with  corn.  An 
elasticity  of  demand  for  wheat  of  only  —  .3  or  —  .35  would  suffice 
to  turn  an  indication  of  instability  into  one  of  stability;  at  higher 
prices  the  elasticity  of  supply  may  be  less;  hence,  instability  may 
occur  only  within  a  relatively  narrow  range  around  equilibrium. 


VI.  More  Complicated  Models 
It  is  possible  to  develop  more  complex  models  of  cobweb  phe¬ 
nomena  by  techniques  similar  to  those  used  in  preceding  sections. 
As  an  indication  of  how  to  proceed,  one  such  model  is  presented  in 
this  section;  it  is  not,  however,  fully  analyzed. 

Let  qt  be  the  long-run  equilibrium  quantity  demanded  and  qDt 
be  the  current  quantity.  Let  qst  and  qst  be,  as  before,  the  long-run 
equilibrium  quantity  supplied  and  the  current  quantity  supplied, 

respectively.  Our  model  is  specified  by  six  equations :  The  long-run 
demand  equation 


(22)  qf  =  a  +  bPt; 
the  demand  adjustment  equation 

(23)  g?  -  gf_j  =  yDfqD  _  qD_j  ,  0  <  7D  ^  1  ; 7 

dpmamlPHqr|atl0T  (22)  and  (23)  taken  together  imply  that  the  current  quantit- 
demanded  depends  on  the  price  taken  with  a  distributed  lag.  Under  the  presen 
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the  long-run  supply  equation 

(24)  gf  =  c  +  dPt_i; 
the  supply  adjustment  equation 

(25)  <It  It  —  l  =  Ts  [?f  It  —  ll  >  0  <  ys  ^  1  ,• 

and,  finally,  two  market  equilibrium  conditions,  short-run 

(26)  =  gf  =  It, 

and  long-run 

(27)  qDt  =  It  =  It  • 

A  second-order  difference  equation  may  be  derived  from  equa¬ 
tions  (22)-(27)  as  follows:  From  (22),  (23),  and  (26)  and  (27)  we  have 


(28)  it  =  ay  d  +  byr>Pt  +  (7  —  7z>)(Z<-i, 

and  from  (24),  (25),  (26),  and  (27)  we  have 


(29)  it  =  cys  +  dysPt- 1  +  (1  —  y8)lt-\  • 


(30)  byDPt  -  DysPt- 1  +  ayD  -  cy8  =  (yD  -  7«)?t-i  5 


eliminating  qt- 1 

(31)  ayi)(l  —  y8)  —  cys(  1  —  7x>)  +  &7<i(l  —  ys)P t  ~~  dys(l  —  7o)-F/_i 

=  (7x»  ~  7«)3t  • 


Lagging  (31)  by  one  period  and  substituting  the  result  in  (30),  we 
have  a  second-order  difference  equation. 


<32)  Pt  -  - !) T* +  1]p'-1 + f  x, (1  _  td)P,-!  ~ 

(■ c—a)y8 
b 


This  difference  equation  reduces  to  equation  (20)  in  section  IV  when 
yj)  =  l.  It  may  be  solved  but  its  solution  is  not  presented  here. 

Other  more  complicated  models  involving  stocks  and/or  expecta¬ 
tions  could  be  constructed,  but  the  example  presented  above  should 
suffice  to  indicate  the  possibilities. 


interpretation  this  means  that  the  long-run  elasticity  of  demand  differs  from 
and  is  greater  than  the  short-run  elasticity.  That  this  should  be  so  becomes 
reasonable  when  we  consider  that  our  demand  mcludes  an  excess  supply  from 

stocks. 
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VII.  Conclusions 

It  is  possible  to  construct  more  sophisticated  models  of  cobweb 
phenomena  than  the  model  which  was  first  presented  by  Ezekiel  in 
the  pages  of  this  Journal.  In  particular,  mathematical  models  may 
be  constructed  which  distinguish  between  long-  and  short-run  elas¬ 
ticities  of  supply  and  which  incorporate  both  a  long-run  supply  curve 
and  its  associated  short-run  supply  curves  into  the  analytical  frame¬ 
work.  These  models  are  more  suggestive  of,  and  more  amenable  to, 
empirical  application  than  Akerman’s  recent  diagrammatic  extension 
of  the  cobweb  theorem. 

The  models  presented  in  this  article  show  that,  while  the  range 
of  possible  instability  is  lessened  when  account  is  taken  of  the  dis¬ 
tinction  between  long-  and  short-run  supply  schedules,  the  possibility 
still  exists.  The  illustrative  empirical  results  which  are  presented 
suggest  that  wheat,  in  the  absence  of  price  support  programs,  may 
be  characterized  by  such  instability,  at  least  in  the  neighborhood  of 
equilibrium. 

The  methods  outlined  here  may  be  used  to  construct  further 
models  of  cobweb  phenomena  which  are  easily  adapted  to  fit  com¬ 
plex,  individual  situations  which  we  may  wish  to  investigate. 

Marc  Nerlove. 

U.  S.  Agricultural  Marketing  Service 
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The  development  of  the  captive  finance  company1  - —  the  finance 
company  wholly  owned  and  operated  as  a  subsidiary  of  a  nonfinancial 
firm  —  presents  new  problems  in  the  field  of  consumer  credit.  The 
captive  finance  company  has  as  its  primary  purpose  the  underwriting 
of  the  sale  of  the  parent  company’s  products  and  it  is  therefore  influ¬ 
enced  in  its  actions  and  policies  by  merchandising  requirements,  not 
by  objective  monetary  standards  and  credit  conditions.  It  is  the 
purpose  of  this  study  to  determine  the  effect  of  this  sales  device  upon 
competition  and  upon  credit  conditions.  This  study  suggests  that 
the  captive  finance  firm  is  most  effectively  used  by,  and  is  a  com¬ 
petitive  advantage  primarily  available  to,  the  large  company.  A 
second  conclusion  is  that  consumer  credit  controls  now  available  to 
monetary  authorities  are  largely  ineffective  in  dealing  with  this  rising 
source  of  consumer  credit.  It  is  possible  therefore  that  either  direct 
controls  will  be  required  to  regulate  consumer  installment  debt 
expansion  or  divestiture  will  become  necessary  if  the  current  growth 
of  captive  finance  companies  continues. 

Installment  credit  is  an  absolute  necessity  in  certain  industries 
The  automobile  industry,  for  example,  could  not  have  grown  to  its 
present  size  without  some  form  of  time  payment  plan.  Credit,  how¬ 
ever,  is  not  uniformly  available  as  a  sales  method.  Inadequacy  of 
credit  facilities  has  been  a  chronic  complaint  in  industrial  and  agri¬ 
cultural  history.  In  part,  this  complaint  stems  from  the  fact  that 
credit  institutions  normally  approach  new  uses  of  credit  cautiously. 
New  industries  present  greater  risks  than  old  ones.  The  prefabricated 
house  and  home  trailer  industries  are  current  examples  the  auto- 


1  This  study  is  concerned  only  with  the  financing  of  sales  by  nonfinancial 
firms,  in  most  cases  manufacturing  concerns.  Factoring  is  not  included  since  it 
does  not  present  the  same  competitive  and  monetary  problems.  Ownership  of 
financing  affiliates  by  other  financial  firms  is  also  excluded  from  consideration 
since  this  is  a  problem  of  concentration  and  no  new  monetary  problems  are  at  issue. 
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mobile  industry  an  illustration  of  a  few  decades  ago.  Inadequacy  of 
credit  facilities  is  a  relative  matter,  however,  and  in  many  industries 
today  certain  firms  feel  this  inadequacy  because  of  their  inability  to 
meet  the  credit  terms  offered  by  their  competitors  operating  captive 
finance  firms. 

The  Growth  of  Captive  Finance  Companies 
This  study  indicates  that  the  number  of  captive  finance  com¬ 
panies  has  been  increasing  continuously.  Since  1948  their  number 
has  doubled  and  in  recent  years  there  has  been  an  acceleration  in 
their  formation. 

Organization  of  Captive  Finance  Companies1 


Year  of  Number 

Organization  Organized 

1948  and  prior  years  19 

1949  2 

1950  3 

1951  5 

1952  1 

1953  3 

1954  5 

1955  5 

1956  7 

10  months  1957  8 

Unknown  11 

Total  69 

Number  of  parent  firms  55 


1.  Sources  utilized  in  the  preparation  of  this  study  include:  “A  List  of  1000  Large  Manu¬ 
facturing  Companies,  Their  Subsidiaries  and  Affiliates,”  Federal  Trade  Commission,  1951;  Standard 
and  Poors  Corp.  Records;  Moody's  Industrial  Manual;  Wall  Street  Journal;  Journal  of  Commerce. 
Company  reports  and  stock  registration  statements  were  also  used.  The  above  summary  does 
not  represent  a  complete  census  of  financing  affiliates.  There  is  no  directory  of  finance  companies 
reporting  data  such  as  is  required  to  determine  ownership.  Subsidiary  corporations  are  not  always 
reported  separately  in  financial  manuals  or  they  are  referred  to  so  obliquely  as  to  make  their  opera¬ 
tions  difficult  to  determine.  In  certain  cases  in  annual  reports  partially  owned  firms  are  treated 
as  investments  rather  than  as  subsidiaries  and  little  or  no  information  is  offered  as  to  their  opera¬ 
tions.  If  the  parent  firm  is  not  registered  on  an  exchange,  difficulties  are  compounded. 


Most  of  the  captive  finance  firms  studied  are  affiliates  of  firms 
listed  as  among  the  500  largest  industrial  firms  in  the  country  by 
Fortune  magazine  in  its  July  1956  Supplement.  To  some  extent  this 
indicates  a  limitation  on  the  quality  of  the  sample.  It  is  known,  for 
example,  that  automobile  dealers  frequently  operate  finance  com¬ 
panies  in  conjunction  with  dealerships.  If  the  number  of  firms  with 
finance  companies  is  considered  small,  however,  it  should  be  noted 
that  many  industry  products  are  of  such  low  unit  cost  that  financing 
of  sales  is  unnecessary.  Also,  in  those  cases  where  industry  products 
are  intermediary  rather  than  consumer  products,  different  forms  of 
financing  are  utilized.  In  the  petroleum,  chemical,  food  and  textile 
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industries,  for  example,  sales  financing  is  unnecessary  to  move  a  sig¬ 
nificant  proportion  of  industry  product.  Among  the  top  25  firms 
ranked  according  to  sales  are  8  oil  firms,  3  food  processors  and 
2  chemical  firms,  all  of  which  would  not  be  expected  to  utilize  install¬ 
ment  sales  techniques. 

Effects  on  Competition 

Frequently  it  has  been  found  that  ability  to  provide  credit  is  a 
more  effective  competitive  weapon  than  an  attractive  product  price. 
Many  instances,  especially  in  automobiles  and  housing,  can  be  found 
where  the  absolute  level  of  monthly  payment,  not  the  over-all  cost 
of  the  product,  is  the  determinant  of  sale.  Flexibility  in  financing 
arrangements  can  be  more  important  than  total  interest  cost  in  sell¬ 
ing  a  product.  A  captive  finance  firm  whose  only  purpose  is  to 
further  the  sale  of  the  parent  firm’s  products  can,  therefore,  provide 
competitive  advantage. 

Examples  of  the  advantage  to  a  producer  in  having  a  financing 
affiliate  are  found  in  many  industries.  Bus  producers  have  insisted 
that  financing  is  one  of  the  chief  advantages  of  General  Motors. 
ACF  Brill’s  president,  for  example,  stated  that  his  buses  were  priced 
competitively  but  because  he  could  not  offer  financing  for  so  long  a 
period,  he  lost  many  sales.2  The  President  of  the  Southern  Coach 
Manufacturing  Company  offered  similar  evidence.  His  firm  was 
specifically  told  it  could  have  sales  if  it  could  provide  financing.  His 
firm  now  makes  no  attempt  to  get  customers  unless  it  knows  such 
customers  can  finance  purchases  locally.3  A  representative  of  another 
firm,  the  Flxible  Company,  stated  that  his  firm  had  utilized  General 
Motors  Acceptance  Corporation  (GMAC)  to  finance  its  sales.  He 
reported  an  instance  of  GMAC  refusing  to  handle  his  financing  of 
a  bus  sale  and  General  Motors  thereupon  receiving  the  same  order 
which  it  financed  on  longer  terms  through  Yellow  Motors  Acceptance 
Corporation,  another  General  Motors  affiliate.4  Flxible  now  relies 
on  customer  financing  by  local  banks.5  The  Ford  Motor  Company 

2.  Hearings,  U.  S.  Senate,  Committee  on  the  Judiciary,  Subcommittee  on 
Antitrust  and  Monopoly,  84th  Congress,  1st  Session  (1955),  Vol.  VI,  p.  2655, 
hereafter  referred  to  as  Hearings. 

3.  Hearings,  p.  2659. 

4.  General  Motors  Acceptance  Corporation  (GMAC)  and  Yellow  Motors 
Acceptance  Corporation  (YMAC)  are  wholly-owned  subsidiaries  of  General 
Motors  Corporation.  GMAC  finances  sales  of  the  passenger  cars  and  appliance 
divisions  of  GM  while  YMAC’s  principal  business  is  the  wholesale  and  retad 
financing  of  trucks  and  coaches  manufactured  by  the  GMC  Truck  and  Coach 
Division  of  GM,  Euclid  Division  products  and  trailers,  bodies,  and  special  equip¬ 
ment  sold  in  conjunction  with  trucks,  coaches  and  Euclid  road  moving  machines. 

5.  Hearings,  p.  2665. 
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reportedly  left  the  bus  business  not  only  because  the  market  was 
declining  but  also  because  financing  of  customers  was  necessary. 

On  July  6,  1956,  the  Department  of  Justice  filed  an  antitrust  suit 
against  General  Motors  charging  among  other  things  monopolization 
of  the  manufacture  of  buses  and  the  financing  of  the  sale  of  buses 
through  YMAC  on  terms  which  General  Motors’  competitors  with 
more  limited  resources  could  not  meet.  One  element  of  relief  requested 
was  that  General  Motors  be  required  to  offer  to  finance  the  sales  of 
buses  manufactured  by  any  other  company  upon  the  same  terms  and 
conditions  as  it  finances  its  own  buses.6 

Probably  in  no  industry  has  credit  become  so  important  a  sales 
device  as  in  the  retailing  of  automobiles.  Only  one  firm,  General 
Motors,  owns  a  sales  finance  company.  The  problem  posed  will  be 
discussed  hereafter  as  part  of  a  general  discussion  of  the  automobile 
industry,  but  at  this  time  it  can  be  pointed  out  that  in  1954—55 
there  occurred  a  major  challenge  to  General  Motors’  leadership  in 
the  automobile  industry.  The  Ford  Motor  Company,  planning  a 
public  offering  of  its  stock,  drove  the  industry  into  the  most  com¬ 
petitive  battle  for  sales  leadership  in  the  postwar  period.  One  retalia¬ 
tory  device  resorted  to  by  General  Motors  was  liberalization  of  credit. 
This  liberalization  occurred  only  shortly  after  the  firm  in  a  policy 
announcement  declared: 

“GMAC’s  current  experience  shows  that  where  down-payments  on  new  cars  are 
less  than  one-third,  repossessions  are  disproportionately  higher,  as  dealers  are 
well  aware.”7 

Shortly  after  this  statement  GMAC’s  policies  were  changed  and 
the  number  of  transactions  involving  down  payments  lower  than  one- 
third  about  doubled  percentagewise.8  This  flexibility  had  an  imme¬ 
diate  effect  upon  dealers  of  other  cars  and  upon  competing  finance 
companies.  A  dealer  testifying  before  the  Subcommittee  on  Anti¬ 
trust  and  Monopoly  stated  that  the  finance  firm  he  had  used  had 
always  offered  competitive  rates  in  the  past,  but  in  early  1955  he 
found  he  was  losing  sales  to  GM  dealers  because  of  financing.  GMAC 
was  taking  automobile  paper  that  in  the  past  it  would  not  have  taken.9 

There  are  insufficient  data  available  to  reveal  whether  GMAC 

6.  United  States  v.  General  Motors  Corporation,  Civil  Action  #15816,  July  6, 

1956. 

7.  Hearings,  p.  3999. 

8.  A  Study  of  the  Antitrust  Laws,  Staff  Report  of  the  Subcommittee  on 
Antitrust  and  Monopoly,  Committee  on  the  Judiciary,  U.S.  Senate,  84th  Congress, 
1st  Session,  p.  70. 

9.  Hearings,  p.  3104. 
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initiated  the  liberalization  of  automobile  credit  terms  in  1954  and 
1955  which  resulted  in  the  greatest  increase  in  automobile  credit  in 
any  single  year,  but  from  1954  to  1955  it  can  be  shown  that  the  major 
finance  firms,  the  most  important  of  which  is  GMAC,  were  more 
liberal  than  their  smaller  competitors  in  the  granting  of  credit.  In 
1954  the  median  credit  on  new  car  purchases  for  the  four  major 
companies  in  this  field  was  Si, 590  in  comparison  with  $1,650  for  all 
other  sales  finance  companies.  In  1955  the  median  credit  allowed 
rose  to  $1,790  and  Si, 770,  respectively,  or  the  four  major  companies 
increased  the  median  size  of  loans  S200  in  one  year,  while  their 
smaller  competitors  increased  the  median  size  of  their  loans  only 
$120. 1  General  Motors’  share  of  the  passenger  car  market  in  this 
booming  credit  market  rose  to  its  highest  percentage  in  history.  In 
a  market  in  which  credit  purchases  rose  by  one-half  while  cash 
purchases  rose  less  than  one-sixth,  the  firm  with  a  financing  affiliate 
found  its  market  position  considerably  enhanced. 

Credit  liberalization  is  so  effective  as  a  competitive  weapon  in 
this  industry  because  of  the  high  number  of  sales  involving  trade-ins. 
More  than  four  of  every  five  new  car  sales  involve  trade-ins  so  that 


Selected  Averages  fob  Cbebit  Purchases 


(Mean  dollar  amounts) 


Item 

1953 

19-54 

Contract  car  price 

$2890 

$2690 

Effective  car  price1 

2480 

2320 

Value  of  car  traded-in  or  sold 

590 

580 

Net  outlay 

1900 

1740 

Amount  of  additional  cash* 

210 

240 

Amount  of  credit* 

1690 

1500 

Source:  Board  of  Governors,  Federal  Reserve  System,  Consumer  Instalment  Credit,  Part  IV, 
‘^Financm#  New  Car  Purehaaes,”  19-57,  p.  65.  ,  . 

1.  Contract  car  price  1 esn  estimated  ovcrallowance  on  trade-in,  it  any. 

2.  Cash  paid  less  encumbrance  on  trade-in,  if  any.  Knrrnwin?  for 

3.  Excludes  finance  and  insurance  charges ;  excludes  any  supplementary  borrowing  tor 

down  payment. 


cash  requirements  for  the  purchase  of  a  new  car  represent  the  differ¬ 
ence  between  down-payment  requirement  and  the  trade-in  value  of 
the  used  car.  Liberalization  of  credit  can  reduce  cash  requirements 
to  a  negligible  amount.  A  reduction  in  down-payment  requirements 
from  one-third  to  one-fourth  on  a  $2,400  car  is  $200.  A  three-year- 
old  car  which  cost  when  new  $2,400,  is  roughly  worth  $800,  or  the 
one-third  down  payment  on  a  new  car  without  any  further  cas 

1.  “Financing  New  Car  Purchases,”  Consumer  Instalment  Credit,  Part  I\, 
Board  of  Governors  of  the  Federal  Reserve  System,  19o7,  p.  16. 
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payment.  A  four-year-old  car  would  be  worth  about  $650,  or  would 
require  an  additional  $150  cash  for  a  new  car  purchase  on  credit. 
A  decline  in  down-payment  requirements,  however,  to  one-fourth  or 
$600,  would  mean  that  another  age  group  of  cars  could  be  tapped  as 
a  market  for  new  car  sales  without  cash  down  payment.  According  to 
Federal  Reserve  Board  data  the  median  interval  before  repurchase  of 
a  car  declined  from  37  months  in  1954  to  32  months  in  1955  for  credit 
buyers  of  automobiles.2  Concomitant  with  this  decline  in  the  median 
time  interval  on  transactions,  credit  rose  and  cash  paid  declined. 

While  these  important  changes  in  the  character  of  automobile 
installment  paper  occurred  one  item  did  not  change,  the  average 
monthly  payment  on  new  car  installment  contracts.  This  remained 
constant  from  1954  to  1955  at  $72.  Thus  the  lower  down  payments 
were  accompanied  by  a  lengthening  of  maturities,  the  median  for 
which  rose  from  24  months  in  1954  to  30  months  in  1955.3 

The  effect  can  be  seen  in  the  age  distribution  of  cars  traded-in 
on  purchases  of  new  cars.  In  1953,  50  per  cent  of  all  cars  traded-in 
on  new  cars  were  three  years  old  or  less.  Cars  four  and  five  years  old 
comprised  20  per  cent  of  cars  traded-in.  In  1954  and  1955,  cars  aged 
three  years  old  or  less  declined  to  45  per  cent  and  42  per  cent,  respec¬ 
tively,  while  cars  four  and  five  years  old  rose  to  28  per  cent  in  1955. 
Thus  concomitant  with  a  decline  in  down-payment  requirements 
the  importance  of  four-  and  five-year-old  cars  as  trade-ins  rose 
50  per  cent. 

Other  Examples  of  the  Competitive  Use  of  Credit 

Another  competitive  use  of  the  finance  company  is  in  the  intro¬ 
duction  of  a  new  product.  The  firm  offering  liberal  financing  makes 
its  sale  easier.  A  recent  example  is  the  automatic  pinsetter  for  bowling 
alleys.  The  substitution  of  capital  equipment  for  labor  in  bowling 
alleys  is  a  large  investment  for  a  business  which  has  not  previously 
required  high  capital  outlay.  The  Murray  Corporation  and  Brunswick- 
Balk-Collender  Company,  developers  and  marketers  of  this  product, 
formed  an  affiliate,  the  Brunswick  Murray  Automatic  Pinsetter  Cor¬ 
poration,  to  finance  installment  sales  of  these  machines.  Competition 
was  undoubtedly  a  factor  also.  A  rival  product  is  offered  on  a  rental 
basis  by  its  developer. 

An  older  example  of  the  use  of  credit  to  introduce  a  product  is 
the  diesel  locomotive.  When  General  Motors  introduced  its  diesel 
engines  40  per  cent  of  the  mileage  of  American  railroads  was  in 

2.  Consumer  Instalment  Credit,  op.  cit.,  p.  37. 

3.  Consumer  Instalment  Credit,  op.  cit.,  p.  37. 
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receivership.  Obviously  railroad  credit  was  poor,  and  in  the  depres¬ 
sion  period  capital  expenditures  were  avoided.  In  order  to  introduce 
its  product  General  Motors  offered  to  finance  its  sale  with  no  down 
payment  required.  A  revolving  credit  of  $5  million  was  established 
and  engines  were  leased  to  railroads  with  purchase  options.  In  1937 
and  1938,  GMAC  financed  12  per  cent  and  67  per  cent,  respectively, 
of  GM  sales  to  domestic  railroads.4 

In  the  appliance  industry  when  production  declined  in  1956  and 
various  firms  dropped  lines  or  sold  out  completely,  General  Electric 
turned  to  easier  consumer  financing  as  a  stimulus  to  sales.  It 
announced  that  a  home  owner,  or  long-term  renter,  who  made  struc¬ 
tural  changes  in  his  kitchen  or  laundry  could  have  the  whole  project 
financed  through  General  Electric  Credit  Corporation,  if  at  least  two 
major  appliances  were  bought.  The  President  of  the  Philco  Corpora¬ 
tion,  a  firm  with  only  one-tenth  of  the  sales  of  GE,  commented  “GE’s 
new  financing  plan  will  have  a  lot  to  do  with  sales  and  will  make  it 
very  rough  for  other  manufacturers.  Only  a  big  outfit  like  GE  could 
do  such  a  thing.”5  The  terms  offered  by  GE  include  10  per  cent 
down  payment  with  five  years  to  pay  the  balance.  Philco  is  a  well- 
known  name  in  the  appliance  industry.  The  effect  of  GE’s  competi¬ 
tion  on  smaller  firms  can  be  imagined. 

Financing  terms  are  powerful  competitive  tools  which  can  best 
be  utilized  by  the  large  firm  which  has  better  access  to  the  money 
market  and  can  borrow  at  lower  interest  rates.  The  large  firm  invari¬ 
ably  has  established  sources  of  financing.  Its  name  is  known  and  it 
has  established  credit  status.  This  is  of  importance  since  capitaliza¬ 
tion  of  a  finance  firm  is  less  important  than  its  borrowing  ability  both 
in  the  long-term  capital  market  and  in  that  for  short-term  money. 
With  the  parent  firm’s  credit  status,  name,  and  reputation,  the  newly 
formed  financing  company  has  little  difficulty  in  securing  entry  into 
the  capital  market.  Sears,  Roebuck,  for  example,  upon  the  organiza¬ 
tion  of  its  financing  affiliate,  did  not  find  it  necessary  to  operate  its 
subsidiary  using  capital  funds  alone  until  it  had  built  up  a  credit 
rating.  Immediately  upon  the  organization  of  the  subsidiary  in 
November  1956  with  a  capitalization  of  $35  million,  a  $50  million 
debenture  issue  was  floated,  underwritten  by  leading  security  houses 
and  repeated  soon  thereafter.  The  firm  which  handled  the  gieatest 
share  of  the  issue  was  the  firm  which  in  the  ordinary  course  of  Sears’ 
business  handled  its  financing  and  the  sale  of  its  commercial  paper. 

4.  Hearings,  op.  cit.  VIII,  4352. 

5.  Raymond  A.  Rich,  Philco  Corporation,  quoted  m  Wall  Street  Journal, 
June  4,  1956. 
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With  reference  to  the  cost  of  money,  a  major  part  of  the  finance 
company’s  cost  of  doing  business,  one  need  only  consult  the  difference 
in  interest  rates  according  to  size  of  borrower.  Rates  normally  vary 
with  the  size  of  loan.  In  addition,  the  firm  which  can  place  its  short¬ 
term  paper  directly  secures  advantageous  rates  in  comparison  with 
paper  placed  through  brokers.  The  average  money  market  rate  in 
1956,  for  example,  was  3.06  per  cent  for  directly  placed  finance 
company  paper  in  comparison  with  a  rate  of  3.31  per  cent  for  prime 
commercial  paper  of  comparable  maturity.6  Thus  it  is  not  only  that 
the  large  firm  can  more  readily  utilize  financing  terms  as  competitive 
weapons,  but  the  advantages  of  the  parent  firm’s  size  can  be  trans¬ 
lated  into  advantages  of  size  in  the  money  market. 

Noncompetitive  Uses  of  Credit 

Interesting  variations  in  sales  financing  arrangements  are  occur¬ 
ring  in  the  carpet  and  trailer  truck  industries,  variations  which 
would  appear  to  benefit  the  smaller  rather  than  the  bigger  firms  in 
the  industry. 

Sales  financing  arrangements  in  the  carpet  industry  have  devel¬ 
oped  in  such  a  manner  as  to  minimize  competitive  effects  among 
carpet  producers.  In  September  1955  Mohawk  Carpet  Mills  arranged 
with  Allied  Building  Credits,  a  subsidiary  of  the  Transamerica  Cor¬ 
poration,  to  finance  dealer  sales  of  its  products.  In  succeeding  months 
other  firms  made  similar  arrangements  with  the  same  finance  com¬ 
pany.  In  October  1956  Alexander  Smith,  Firth  Carpet  Company, 
A  and  M  Karghensian  and  C.  H.  Marland  and  Sons  simultaneously 
announced  these  arrangements  and  in  December  James  Lees  and 
Sons.  Other  mills' in  the  country  are  reported  to  have  done  likewise. 
Terms  offered  are  similar  to  all  users  and  provide  no  advantage  to 
any  particular  manufacturer.  Such  an  arrangement  is  apparently 
the  only  noncompetitive  intra-industry  credit  arrangement  in  effect. 

Another  noncompetitiv }  credit  arrangement  different  in  purpose 
has  been  suggested  for  the  truck  trailer  industry.  In  this  industry 
a  credit  pool  has  been  proposed  to  help  both  small  truckers  and 
producers. 

Effects  on  Credit  Policy 

The  existence  of  large  captive  finance  companies  owned  and  con¬ 
trolled  by  leading  manufacturers  in  their  respective  fields  cannot  but 
affect  the  credit  structure  of  the  country.  The  captive  finance  com¬ 
pany  is  not  an  independent  business  entity.  The  fundamental  objec¬ 
tive  of  the  company  is  not  necessarily  the  same  as  that  of  an  inde- 

6.  Federal  Reserve  Bulletin,  Jan.  1957,  p.  53. 
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pendent  finance  company.  Is  it  to  function  principally  as  a  finance 
company,  or  is  it  to  function  as  a  means  of  furthering  the  interest  of 
the  parent?  It  would  appear  that  the  paramount  purpose  is  usually 
the  latter.  If  so,  then  the  existence  of  captive  finance  companies,  as 
major  suppliers  of  consumer  credit,  can  create  conflict  with  over-all 
national  credit  policy.  It  may  be  to  the  competitive  advantage  of 
the  parent  to  adopt  policies  at  variance  with  monetary  objectives 
and  to  be  in  a  position  to  do  so.  If  the  government,  for  example,  is 
fostering  credit  restriction  to  limit  business  borrowings  for  inventory 
purposes,  banks  will  more  carefully  review  consumer  credit  applica¬ 
tions  and  generally  slow  down  their  lending  activities.  If  captive 
finance  firms  are  the  sources  of  credit  for  dealer  inventories,  pressures 
from  the  parent  firm  to  continue  lending  may  be  too  strong  to  resist 
even  though  further  lending  may  be  unprofitable.  Independent 
market  forces  do  not  directly  pass  judgment  on  this  demand  for 
credit.  One  automobile  dealer  informed  the  author  that  his  greatest 
protection  from  factory  pressure  to  buy  more  cars  was  the  independ¬ 
ent  finance  company  he  used,  which  exercised  independent  judgment 
as  to  how  many  cars  it  would  floor  plan  for  him.  He  obviously  did 
not  build  up  the  large  inventories  many  other  dealers  did  in  the 
latter  part  of  1955. 

Structurally,  there  are  other  effects  of  the  captive  finance  com¬ 
pany.  In  the  market  for  funds,  the  captive  finance  company  probably 
has  better  credit  than  most  independent  finance  companies.  Its 
affiliation  with  an  important  manufacturing  firm  is  advantageous.  It 
has  the  credit  of  the  parent  organization  behind  it.  It  is  therefore  a 
preferred  credit  risk  to  the  independent  finance  company.  Credit 
policies  that  reduce  the  availability  of  credit  will  bear  more  heavily 
upon  the  independent  than  upon  the  captive  firm  of  comparable  size. 
The  captive  firm,  though  smaller  than  many  independent  firms,  as 
an  affiliate  of  a  large  manufacturing  firm  with  nationwide  sales,  can 

secure  credit  lines  in  many  banks. 

Complementary  to  availability  of  credit  as  a  limit  upon  the 
activity  of  finance  companies  in  a  tight  market  is  the  treatment  of 
credit  risks.  With  higher  rates  and  restricted  availability,  inde¬ 
pendent  firms  survey  their  borrowers  more  carefully,  ration  credit, 
and  react  in  the  manner  monetary  authorities  anticipate.  Captive 
finance  companies  cannot  be  relied  upon  to  react  in  this  manner.  It 
must  always  be  remembered  that  the  captive  firm  exists  primarily  to 
promote  the  sale  of  the  parent  firm’s  products.  Not  only  may  it  not 
feel  the  usual  profit  incentives  operating  upon  the  independent  firm, 
but  knowing  that  these  conditions  exist  it  may  take  advantage  of 
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the  situation  to  enhance  the  parent  firm’s  market  position.  If  the 
captive  firm  is  to  be  used  to  further  the  parent  firm’s  market  position, 
it  cannot  allow  itself  to  be  limited  by  the  same  criteria  as  limit  the 
independent  firm. 

The  captive  firm  usually  has  much  better  knowledge  of  its  cus¬ 
tomers’  positions  than  a  banking  relationship  alone  would  supply. 
It  surveys  its  own  industry  and  while  perhaps  more  parochial  in  out¬ 
look,  it  is  more  knowledgeable  of  its  specialized  field.  Hesitation  in 
judgment  of  credit  worthiness  or  a  general  lagging  in  the  granting  of 
credit  is  unlikely. 

More  important,  however,  is  the  positive  use  of  credit.  If  credit 
costs  are  rising  it  may  be  advantageous  to  absorb  this  higher  cost 
and  if  necessary  operate  at  a  deficit  to  enhance  a  market  position. 
The  very  limitation  on  credit  for  competitors’  products  may  be  the 
impetus  to  provide  credit  for  the  parent  firm’s  products.  At  such 
a  time  new  markets  can  be  invaded  and  a  broader  distribution  of 
products  achieved.  These  are  advantages  to  the  firm  which  would 
impel  it  to  act  counter  to  current  credit  trends. 

The  above  discussion  has  been  applicable  to  a  period  of  restricted 
credit.  What  of  a  period  of  liberal  credit?  In  such  instances  either 
the  captive  firm  can  retire  from  the  market  and  act  passively  or  it 
can  utilize  its  preferred  position  with  the  parent  firm’s  customers  to 
assure  itself  of  a  market  for  its  services.  This  has  been  done.  Pres¬ 
sure  to  use  the  financing  and  other  services  offered  by  a  parent  firm 
are  not  uncommon. 

An  example  of  credit  policies  entirely  subservient  to  the  interests 
of  the  parent  corporation  was  previously  noted  in  the  action  GMAC 
took  in  1954-55.  The  same  flexibility  in  interest  rates  was  noted 
in  the  case  of  General  Electric  which  in  1956  announced  a  liberaliza¬ 
tion  of  financing  terms  in  a  period  of  continuously  rising  interest  rates 
and  attempts  by  monetary  authorities  to  limit  availability  of  funds 
for  credit  expansion.  The  president  of  General  Electric  at  a  press 
conference  praised  the  Federal  Reserve  Board’s  policy  of  credit 
restraint  but  at  the  same  time  announced  that  the  GE  credit  com¬ 
pany  was  helping  those  feeling  the  pinch.7 

The  tight  money  market  has  not  prevented  the  growth  of  the 
captive  finance  company.  It  is  possible  that  there  is  no  casual  rela¬ 
tionship  and  the  growth  can  be  ascribed  to  demonstration  effect.  On 
the  other  hand,  the  very  tightness  of  the  market  may  be  contributory 
and  in  addition  the  profitability  of  installment  paper,  in  comparison 
with  shrinking  profit  margins,  may  be  influential.  Large  firms,  and 

7.  Ralph  J.  Cordiner,  quoted  in  Wall  Street  Journal,  Dec.  14,  1956. 
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those  studied  were  primarily  among  the  largest  manufacturing  firms 
in  the  country,  usually  have  established  sources  of  credit  and  can  be 
expected  to  attempt  to  circumvent  credit  restrictions  as  a  barrier  to 
sales.  Furthermore,  the  large  firm  with  a  distributive  organization 
can  readily  expand  its  services  to  include  sales  financing.  Ease  of 
entry  is  not  a  problem.  The  effect  of  such  entry  is  a  problem. 

Individual  Industry  Experience 

The  captive  finance  firm  is  usually  a  specialized  firm.  It  handles 
paper  arising  from  the  operations  of  the  parent  corporation,  and  rarely 
handles  other  financing.8  There  can  be,  therefore,  significant  differ¬ 
ences  among  firms,  and  no  uniform  pattern  of  operations  can  be 
expected.  Credit  requirements,  procedures  and  practices  vary  among 
industries  and  the  captive  firm  will  be  designed  to  fit  industry  require¬ 
ments.  Indeed  the  very  existence  of  the  firm  may  be  in  part  due  to 
the  inadequacy,  or  lack  of  flexibility  of  alternative  financing  institu¬ 
tions.  Channels  of  distribution,  seasonality,  and  historic  practices 
vary  among  industries  and  will  influence  credit  requirements. 

The  motor  vehicle  industry  is  particularly  dependent  upon 
installment  credit.  Approximately  two-thirds  of  all  passenger  car 
sales  involve  the  use  of  credit  and  automobile  paper  accounts  for 
almost  one-half  of  the  total  outstanding  installment  credit.  In  an 
industry  in  which  credit  is  of  such  importance,  only  General  Motors 
owns  its  own  finance  company,  and  until  recently  its  two  major  com¬ 
petitors  were  restricted  by  laAV  from  any  affiliation  with  such  a  firm. 
In  1938  both  Chrysler  and  Ford  were  prohibited  by  court  order  as  a 
result  of  an  antitrust  action  from  any  such  affiliation,  an  order  which 
was  modified  by  the  Supreme  Court  in  1948.  General  Motors  now 
owns  and  operates  two  finance  companies,  General  Motors  Acceptance 
Corporation,  the  largest  sales  finance  company  in  the  world,  and 
Yellow  Motors  Acceptance  Corporation,  a  separate  firm  to  finance 
the  sale  of  GMC  trucks  and  other  heavy  equipment. 

Credit  has  always  been  a  problem  in  the  automobile  industry, 
and  in  the  twenties  considerable  attention  was  devoted  by  automobile 
firms  to  methods  of  supplementing  credit  facilities.  While  the  auto¬ 
mobile  industry  was  profitable,  there  were  many  failures  and  the 
industry  credit  was  low.  The  need  for  supplemental  financing  in  the 
automobile  industry  arose  from  the  unwillingness  of  banks  to  finance 
the  installment  sale  of  automobiles.  Specialized  lending  facilities  in 

S  General  Motors,  for  example,  financed  the  sale  of  752,506  new  automo¬ 
biles  in  1954,  of  which  only  4,027  were  non-GM  products,  or  only  one-half  of 
1  per  cent  of  its  retail  auto  financing. 


252 


QUARTERLY  JOURNAL  OF  ECONOMICS 


the  forms  of  sales  finance  firms  grew  rapidly  after  World  War  I,  and 
without  the  ethical  practices  of  the  banking  profession.  Exorbitant 
finance  charges,  excessive  insurance  charges,  “packs”  fees  and  so 
forth  were  loaded  upon  the  auto  purchaser,  and  the  charges  quoted 
in  a  purposely  ambiguous  manner  so  as  to  confuse  the  buyer.  These 
practices,  while  still  utilized  today,  were  more  blatant  in  the  twenties 
when  alternative  financing  sources  were  unavailable.  The  excessive 
charges  for  automobile  financing  detracted  from  the  reputation  of 
the  industry  and  in  addition  raised  the  price  of  the  product  to  the 
consumer.  Automobile  firms,  therefore,  defensively  concerned  them¬ 
selves  with  sales  financing  and  sources  of  credit. 

General  Motors  organized  its  financing  affiliate  in  1919.  Ford 
organized  the  Universal  Credit  Corporation  in  1928.  Other  firms  made 
agreements  with  “factory  preferred”  finance  companies.  Arrange¬ 
ments  in  the  latter  case  varied  but  generally  in  return  for  lending  at 
agreed  upon  rates,  the  automobile  firm  paid  a  subsidy  to  the  finance 
firm  or  assumed  responsibility  for  repossessions. 

General  Motors  initially  provided  its  financing  services  as  supple¬ 
mentary  financing,  but  this  practice  was  soon  modified.  CM  AC 
financed  on  a  recourse  basis,  that  is,  the  dealer  was  obligated  to  buy 
back  repossessed  cars,  a  risk  dealers  preferred  to  avoid.  Furthermore, 
it  was  profitable  for  the  dealer  to  enter  an  agreement  with  a  local 
finance  company.  In  1925  GMAC  wooed  dealers  by  offering  a  rebate 
on  finance  charges  in  the  form  of  a  dealers’  reserve  equal  to  20  per  cent 
of  the  finance  charge  on  new  car  sales  and  30  per  cent  on  used  car 
sales.  Simultaneously  pressure  was  exerted  upon  dealers  to  use  the 
affiliate’s  services.  By  1935,  when  it  was  estimated  that  55  per  cent 
of  all  new  cars  were  sold  on  installment  sales  plans,9  GMAC’s  retail 
financing  equalled  46  per  cent  of  General  Motors  car  sales,  which 
would  imply  that  GMAC  secured  about  80  per  cent  of  its  dealers’ 
finance  business. 

In  1935  General  Motors  announced  its  6  per  cent  plan  which 
provided  the  purchaser  with  a  quick  method  of  computing  his  total 
finance  charges.  The  plan  while  not  the  same  as  6  per  cent  simple 
interest  offered  lower  interest  rates  than  were  currently  being  charged 
by  other  finance  companies  and  forced  a  competitive  reduction  in 
finance  charges.  The  competitive  advantage  of  the  plan  can  be  seen 
in  that  from  1935  to  1936  GMAC  retail  financing  increased  50  per  cent 
while  car  sales  of  General  Motors  increased  21  per  cent  in  value. 

9.  National  Association  of  Sales  Finance  Companies,  quoted  in  W.  C. 
Plummer  and  R.  A.  Young,  Sales  Finance  Companies  and  Their  Audit  Practices, 
National  Bureau  of  Economic  Research  (New  York,  1940),  p.  95. 
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General  Motors’  market  share  in  the  passenger  car  field  also  rose, 
from  38  per  cent  in  1935  to  43  per  cent  in  1936.  In  the  following  year 
as  other  firms  met  the  GMAC  rate,  General  Motors’  market  share 
dropped  back. 

The  importance  General  Motors  attached  to  financing  can  also 
be  illustrated  by  its  action  in  Germany  upon  purchasing  an  80  per 
cent  interest  in  Adam  Opel  A.G.  When  it  purchased  this  firm  in  1929 
it  immediately  formed  a  Germany  Acceptance  subsidiary.  Opel 
Finanzierungs  G.m.b.H.1 

Chrysler  Corporation  had  an  agreement  with  Commercial  Credit 
Corporation,  an  independent  finance  company,  from  the  time  of  the 
former’s  reorganization.  In  1935  this  agreement  was  revised  and 
Chrysler  bought  considerable  stock  in  the  finance  company.  The 
agreement  provided  that  Commercial  Credit  pay  Chrysler  a  per¬ 
centage  of  its  earnings  and  that  Commercial  Credit  provide  financing 
terms  for  Chrysler  dealers  as  favorable  as  those  given  to  all  but  Ford 
dealers.  Where  preferable  terms  were  given  Ford  dealers,  their  names 
were  supplied  the  Chrysler  Corporation.  Chrysler  could  request 
Commercial  Credit  to  provide  lower  rates  but  would,  have  to  pay  the 
subsequent  difference  in  interest  rates.  Chrysler  dealer  and  distribu¬ 
tor  contracts  were  revised  to  include  the  provision  that  charges  in 
excess  of  those  of  Commercial  Credit  could  not  be  charged.  Pressure 
was  also  applied  upon  dealers  to  use  Commercial  Credit  financing. 
In  return  Chrysler  profited  and  in  the  three  years  this  contract  ran, 
Commercial  Credit  paid  Chrysler  more  than  83  million.2 

Ford  organized  the  Universal  Credit  Corporation  in  1928  to 
finance  the  sale  of  its  cars.  In  1933  Ford  sold  Universal  to  CIT. 
Ford  also  owned  a  finance  company  in  Japan,  the  Fordson  Finance 
Company,  but  it  is  unknown  whether  this  firm  is  still  in  existence. 

On  May  27,  1938  the  Department  of  Justice,  as  a  result  of  com¬ 
plaints  of  independent  finance  companies  and  automobile  dealers, 
instituted  an  antitrust  suit  against  the  big  three  automobile  pro¬ 
ducers  charging  a  conspiracy  in  restraint  of  interstate  commerce  and 
coercion  of  dealers  to  use  factory  affiliated  finance  companies.  On 
November  15,  1938,  civil  suits  were  substituted  for  criminal  indict¬ 
ments  and  consent  judgments  entered  in  the  cases  of  Ford  and 
Chrysler.  General  Motors  preferred  to  stand  trial.  The  court’s 
verdict  held  General  Motors  guilty  and  fines  were  imposed.  General 

1.  Annual  Report,  General  Motors  Corporation,  1929. 

2.  Federal  Trade  Commission  Report  on  Motor  Vehicle  Industry ,  7otn  Con- 
gress,  1st  Session,  H.Doc.  No.  468,  p.  614. 


254 


QUARTERLY  JOURNAL  OF  ECONOMICS 


Motors  appealed  and  the  judgment  was  affirmed  in  1941. 3  A  civil 
suit  was  thereupon  filed  seeking  divestiture.  The  final  decree  against 
General  Motors  was  entered  in  1952  and  was  similar  to  the  judgments 
entered  against  Chrysler  and  Ford.  In  each  case  coercion  of  dealers 
to  utilize  certain  finance  firms  was  barred  but  General  Motors  was  not 
forced  to  divest  itself  of  GM AC.  In  1941  and  1942  Chrysler  unsuc¬ 
cessfully  fought  the  bar  against  affiliation.  On  September  19,  1946, 
Ford  appealed  to  have  certain  provisions  of  the  consent  decree  lifted 
and  in  1948  was  successful.  The  Supreme  Court  reversed  a  decision 
of  the  lower  court  and  lifted  the  ban  on  the  Ford  Motor  Company’s 
affiliation  with  a  finance  company.4 

Financing  of  sales  is  also  important  in  the  sale  of  other  trans¬ 
portation  equipment.  In  the  railway  car  and  locomotive  field,  financ¬ 
ing  was  particularly  important  during  the  depression  when  railroad 
credit  was  poor.  General  Motors  as  noted  previously  was  able  to 
enter  the  diesel  locomotive  field  because  it  was  willing  to  finance  the 
sale  of  its  product.  ACF  Industries,  Incorporated,  a  producer  of 
cars,  has  various  financing  affiliates.  Fairbanks  Morse  has  its  captive 
finance  company,  the  Municipal  Acceptance  Corporation.  Pullman, 
Incorporated,  also  has  a  financing  subsidiary  to  aid  in  the  marketing 
of  its  railroad  products. 

The  largest  producer  of  truck  trailers,  Fruehauf  Trailer  Com¬ 
pany,  established  a  financing  subsidiary  in  1948,  the  Fruehauf  Trailer 
Finance  Company.  In  1956  it  established  the  Trailer  Acceptance 
Company  in  Canada  to  finance  the  sale  of  its  Canadian  subsidiary’s 
output.  Trailmobile,  a  subsidiary  of  Pullman,  Incorporated,  estab¬ 
lished  the  Trailmobile  Finance  Company  in  1955.  Fruehauf  and 
Trailmobile  are  estimated  to  control  about  60  per  cent  of  trailer 
production  with  the  remainder  of  the  market  divided  among  many 
small  producers.  Since  so  many  truck  operators  are  relatively  small 
and  equipment  comprises  the  major  cost  of  entry  into  this  industry, 
credit  is  extremely  important.  Fruehauf  has  offered  its  customers  a 
seven  year  financing  plan,  roughly  parallel  in  time  to  equipment  life, 
and  longer  than  regular  financing  agencies  have  offered.  Smaller 
trailer  companies  have  been  unable  to  offer  similar  terms.  On  August 

3.  121  F.  2d  376. 

4.  335  U.S.  303.  The  court  in  lifting  the  ban  argued  that  so  long  as  the 
interdiction  had  not  been  decreed  against  General  Motors  the  government  must 
prove  its  case  rather  than  rest  on  a  consent  decree.  If  the  government  wished  to 
outlaw  the  Ford  arrangements  with  a  finance  company,  it  had  to  establish  its 
case  in  court.  Thus,  the  reversal  still  left  Ford  with  the  possibility  that  if  it  did 
affiliate,  the  government  could  reopen  its  case  and  attempt  to  prove  the  illegality 
of  the  arrangement.  The  financing  of  Ford  agricultural  machinery  output  is 
described  elsewhere. 
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17,  1956,  the  Federal  Trade  Commission  charged  the  Fruehauf  Trailer 
Company,  among  other  things,  with  using  its  financing  subsidiary 
to  lessen  competition  and  unfairly  diverting  trade  to  Fruehauf  from 
its  competitors.5  This  case  has  not  been  settled  as  yet. 

Truckers  themselves,  through  the  American  Trucking  Associa¬ 
tions,  Incorporated,  are  investigating  a  plan  to  establish  an  industry- 
sponsored  credit  pool  to  help  truckers.  Such  a  pool  established  by 
truckers  and  suppliers  would  not  only  help  purchasers  but  would 
help  the  many  small  producers  of  truck  trailers. 

In  addition  to  making  passenger  cars  the  big  three  auto  pro¬ 
ducers  are  also  major  truck  producers.  General  Motors’  other  financ¬ 
ing  subsidiary,  Yellow  Motors  Acceptance  Corporation,  exists  pri¬ 
marily  to  finance  its  truck  sales.  There  are  about  eleven  producers 
in  the  automobile  industry  which  produce  trucks  but  not  passenger 
cars.  Among  these  producers  are  included  International  Harvester 
which  operates  a  finance  affiliate.  In  1955  Mack  Truck  arranged  a 
revolving  credit  with  forty-eight  banks  to  finance  the  sale  of  its 
products.  White  Motor  Company  handles  installment  paper  as 
ordinary  receivables. 

The  aircraft  firms  have  less  need  to  finance  the  sale  of  their 
products  since  the  government  is  the  largest  single  purchaser,  and  air 
lines  have  in  the  past  arranged  their  own  financing.  The  two  major 
producers  of. aircraft  for  private  use  have  financing  subsidiaries: 
Cessna  organized  a  financing  affiliate  in  1955,  and  Beech  Aircraft 
organized  an  affiliate  in  1956.  Lockheed  has  had  an  affiliate  since 
1943;  Bell  Aircraft’s  major  stockholder  is  a  finance  company. 

Sales  financing  is  of  particular  importance  in  consumer  durable 
goods  and  agricultural  machinery.  Manufacturers  of  consumer  dur¬ 
able  goods  have  been  particularly  active  in  the  establishment  of 
finance  affiliates. 

General  Electric  Corporation  has  had  a  financing  subsidiary  for 
many  years.  Its  major  expansion,  however,  has  occurred  since 
World  War  II.  American  Motors’  Kelvinator  Division  has  had  a 
financing  subsidiary  to  finance  the  sale  of  its  appliances  since  1934. 
The  Westinghouse  Credit  Corporation  was  organized  in  1956  with 
initial  capital  of  $10  million  to  help  the  company’s  appliance  dealers 
obtain  financing.  Philco  established  a  financing  affiliate  in  1954, 
with  an  initial  capitalization  of  $5  million  and  its  line  of  credit  is  now 
$25  million. 

AVCO  Manufacturing  Company  announced  plans  for  a  multi- 

5.  In  the  matter  of  Fruehauf  Trailer  Co.:  Federal  Trade  Commission 
Docket  No.  6608,  Aug.  17,  1956. 
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million  dollar  financing  plan  for  its  dealers  to  meet  the  extended  terms 
offered  by  competitive  producers  but  no  further  information  is  avail¬ 
able  at  this  time.  Borg  Warner,  producer  of  Norge  appliances,  estab¬ 
lished  BW  Acceptance  Corporation  in  1953.  Various  other  manu¬ 
facturers  of  heating  equipment  also  have  finance  firms. 

In  the  agricultural  machinery  field  credit  has  always  been  of 
major  importance  and  again  we  find  the  leading  firms  operating 
financing  subsidiaries.  Agricultural  machinery  producers  in  the  past 
extended  credit  to  their  dealers  and  helped  dealers  to  carry  customer 
accounts.  This  is  still  the  method  used  by  Deere  and  Company,  the 
Oliver  Corporation,  and  the  Minneapolis  Moline  Company.  The 
largest  firms  in  this  industry,  however,  have  organized  sales  finance 
firms.  International  Harvester,  the  largest  producer  of  agricultural 
machinery,  established  its  financing  affiliate  in  1949.  Caterpillar 
Tractor  established  its  affiliate  in  1954;  Cockshutt  Farm  Equipment, 
Limited,  established  the  Farmers  Financial  Agency  in  1955  and  Allis- 
Chalmers  established  the  Allis-Chalmers  Credit  Company  in  1956. 
The  J.  I.  Case  Company  has  indicated  that  it,  too,  will  organize  a 
financing  subsidiary. 

Ford’s  activities  in  the  agricultural  machinery  industry  and  the 
financing  of  such  products  is  of  interest  in  the  light  of  Ford’s  experi¬ 
ence  in  automobile  financing.  Various  Ford  Motor  Company  officials, 
though  not  members  of  the  Ford  family,  including  Ernest  R.  Breech, 
John  S.  Bugas,  Lewis  D.  Crusoe,  John  R.  Davis,  William  T.  Gosset 
and  Delmar  S.  Harder,  own  more  than  one-half  of  the  stock  of  the 
Dearborn  Motors  Corporation  which  distributed  Ford  tractors  and 
manufactured  agricultural  machinery.  The  company  has,  as  a  wholly- 
owned  subsidiary,  the  Dearborn  Motors  Credit  Corporation  which 
finances  tractors  and  other  farm  equipment  at  wholesale  and  retail. 
On  July  31,  1953,  Ford  purchased  the  assets  of  Dearborn  Motors 
Corporation,  excluding  Dearborn  Motors  Credit  Corporation.  The 
latter  firm  has  continued  its  finance  business  and  has  financed  more 
than  half  of  the  wholesale  sales  of  Ford  tractors  and  farm  equipment 
and  a  smaller  portion  of  the  retail  sales  of  such  equipment.  Thus,  the 
Ford  Motor  Company  does  not  own  a  finance  company,  but  the 
Chairman  of  the  Board  of  the  Ford  Motor  Company  and  five  vice- 
presidents  own  one  which  finances  a  goodly  proportion  of  Ford  agri¬ 
cultural  implement  output. 

In  the  road  machinery  industry  credit  will  undoubtedly  be  a 
major  determinant  among  firms  selling  equipment  for  the  new  road 
building  program.  Contractors  are  generally  small  firms  and  in  bid¬ 
ding  for  jobs  must  indicate  financial  soundness.  Rental,  long  term 
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lease  and  extended  time  sales  for  equipment  will  be  sought  by  this 
industry.  Those  firms  with  finance  affiliates  will  be  in  a  strong  posi¬ 
tion  to  bid  for  this  market.  It  should  be  noted  that  the  large  truck 
and  agricultural  machinery  producers  also  build  road  machinery 
equipment,  and  also  own  finance  companies,  unlike  smaller  producers 
of  specialized  equipment. 

In  addition  to  manufacturers  supplying  credit,  sufficiently  large 
retailers  have  also  entered  the  field  of  consumer  credit.  Various  manu¬ 
facturers  who  operate  retail  stores  have  been  previously  mentioned. 
In  addition,  the  mail  order  houses  have  pushed  time  sales. 

Sears,  Roebuck  recently  found  it  advantageous  to  establish  a 
sales  finance  company,  Sears’  second  venture  in  this  field.  It  first 
entered  the  installment  field  in  1911.  When  the  Federal  Housing 
Administration  was  established  Sears  organized  the  Sears  Finance 
Company  to  provide  FHA  improvement  financing.  When  banks 
entered  this  field,  Sears  retired,  selling  its  accounts  to  banks  and  its 
financing  affiliate  became  inactive  at  that  time.  It  continued  to 
finance  installment  sales,  however,  and  the  growth  of  such  sales  has 
been  impressive.  In  the  nine  month  period  ending  October  31,  1956, 
installment  sales  comprised  44  per  cent  of  total  sales.6  In  1937  Sears 
began  selling  some  of  its  installment  paper  to  banks.  In  1952  as 
installment  sales  continued  to  rise,  Sears  borrowed  $200  million  from 
various  banks  to  finance  the  time  payment  accounts  held  rather  than 
sold.7  On  January  31,  1952  installment  balances  outstanding  were 
$493  million  and  by  October  31,  1956,  these  balances  had  grown  to 
$973  million  and  the  number  of  accounts  from  5.7  million  to  8.1 
million.  With  the  maturity  of  the  bank  loans  Sears  established  the 
Sears  Roebuck  Acceptance  Corporation,  wholly  owned  by  Sears.  Its 
initial  capital  was  $35  million  plus  $50  million  in  debentures.  Sears 
is  particularly  well  situated  to  enter  the  field  of  consumer  credit.  It 
has  extensive  local  representation  in  the  form  of  retail  stores  and 
catalogue  offices. 

Montgomery  Ward  finances  its  own  credit  accounts  and  at 
present  holds  in  excess  of  $200  million  of  such  accounts. 

Summary 

It  is  probable  that  monetary  authorities  have  little  interest  in 
the  competitive  effects  of  captive  finance  companies  and  that  anti¬ 
trust  authorities  have  little  interest  in  their  monetary  effects.  Each 
problem  is  significant  in  its  own  right  but  together  they  add  up  to 
the  general  problem  of  size  in  our  economy. 

6.  Prospectus,  Sears  Roebuck  Acceptance  Corporation,  Jan.  10,  1952,  p.  2. 

7.  Moody’s  Industrial  Manual,  1955,  p.  280. 
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If  we  are  to  experience  a  continuing  expansion  of  captive  finance 
firms,  general  credit  controls  will  become  increasingly  inadequate  to 
limit  expansion  of  installment  credit  and  the  only  control  methods 
that  could  be  effective  in  dealing  with  the  situation  created  by  the 
captive  finance  firms  are  direct  credit  controls.  Furthermore,  a  criti¬ 
cal  study  of  the  captive  finance  firm  is  needed  to  determine  whether 
this  is  a  more  powerful  tool  to  limit  competition  than  has  heretofore 
been  utilized. 

The  captive  finance  firm  is  a  growing  influence  in  the  credit 
structure  of  the  country.  The  basis  upon  which  these  firms  operate, 
their  very  reasons  for  existence,  indicate  that  they  are  more  effective 
from  the  parent  firm’s  point  of  view  when  countering  national  mone¬ 
tary  policy  than  when  paralleling  it.  There  are  also  reasons  to  believe 
that  these  firms  are  less  responsive  to  general  credit  controls  than  are 
independent  finance  companies.  Secondly,  since  the  captive  finance 
firm  can  be  effective  only  if  it  has  large  sources  of  credit,  its  successful 
use  is  restricted  to  the  large  firm.  As  such  it  is  another  competitive 
advantage  of  size. 

Paul  H.  Banner. 

St.  Louis,  Missouri 


LOCATION  AND  THE  THEORY  OF  PRODUCTION* 


By  Leon  N.  Moses 

This  paper  deals  with  the  theory  of  the  firm  in  a  spatial  setting. 
The  paper  is  motivated  by  a  belief  that  modern  location  theory  still 
assumes  a  linear  production  function  and  in  this  respect  has  not 
progressed  beyond  Alfred  Weber’s  original  formulation  of  the  loca¬ 
tion  problem.1  My  objective  is  to  place  the  theory  of  location  within 
the  main  body  of  economic  theory.  More  specifically,  I  wish  to  make 
the  theory  of  location  an  integral  part  of  the  theory  of  production 
and  to  investigate  the  implications  of  factor  substitution  for  the 
locational  equilibrium  of  the  firm.  My  main  conclusion  is  that  profit 
maximization  requires  a  proper  adjustment  of  output,  input  combi¬ 


nation,  location,  and  price.  Moreover,  the. optimizing  values  of  these 
three  variables  can  be  determined  with  analytical  tools  derived 
directly  from  traditional  economic  theory.  There  is  no  need  for 
much  of  the  esoteric  paraphernalia  sometimes  employed  by  location 
specialists. 

*  While  assuming  responsibility  for  any  errors,  the  author  wishes  to  express 
his  gratitude  to  James  M.  Henderson,  Marie  McCarthy,  Alan  Strout,  and  Mary 

Sullivan  for  their  helpful  suggestions.  .  .  ,  .  , 

1.  Alfred  Weber’s  Theory  Of  The  Location  Of  Industries,  trans.  C.  J.  Friedrich 

(The  University  of  Chicago  Press,  1929). 
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Most  of  the  theory  will  be  developed  for  the  simple  case  of  a 
firm  which  employs  two  transportable  inputs  to  produce  a  single 
product  that  is  sold  in  a  single  market  point.  Figure  I  depicts  the 
locational  problem.  M\  and  M 2  are  the  sites  of  the  two  materials 
and  C  is  the  market  point.  The  distances  M\Mi,  M\C,  and  M^C  are 
known.  The  latter  two  distances  will  be  referred  to  respectively  as 
“a”  and  “b.”  The  values  of  the  included  angles  are  also  known, 
though  we  will  be  concerned  only  with  the  angle  e.  Before  enumerat¬ 
ing  the  remainder  of  the  notation  it  should  be  mentioned  that  the 
geometry  is  incidental  to  the  concepts  that  emerge. 

Notation: 

Pi,  the  price  of  the  first  input  at  its  source 
P2,  the  price  of  the  second  input  at  its  source 
ri,  the  transport  rate  on  the  first  input 
r2,  the  transport  rate  on  the  second  input 

Si,  the  distance  from  Mi  to  the  locus  of  production  of  the  final  product 
s2,  the  distance  from  M2  to  the  locus  of  production  of  the  final  product 

P'i,  the  price  of  the  first  input  delivered  to  the  locus  of  production  of  the  final 
product 

P2,  the  price  of  the  second  input  delivered  to  the  locus  of  production  of  the  final 
product 

I  assume  that  inputs  are  sold  f.o.b.  Their  delivered  prices  are, 
therefore,  equal  to  price  at  the  source  plus  full  freight.  If  inputs  are 
sold  according  to  some  other  geographical  pricing  technique,  delivered 
prices  may  be  greater  or  less  than  f.o.b.  prices,  but  this  will  not 
invalidate  our  analysis. 

At  the  outset  we  deal  with  a  partial  equilibrium  problem  in 
which  the  distance  that  the  final  product  must  be  shipped  is  held 
constant.  Thus,  an  arc  is  described  in  Figure  I  from  C  which  cuts 
the  triangle  at  I  and  J.  This  arc  is  a  segment  of  the  circle  with  center 
at  C  and  radius  h.  All  points  along  the  arc  are  a  fixed  distance  from  C 
and  —  initially  —  are  the  only  ones  which  are  considered  as  possible 
locations  for  the  plant.  With  transportation  cost  on  the  final  product 
fixed,  we  can  concentrate  on  the  problem  of  factor  substitution  as 
affected  by  variations  in  transportation  expenditure.  We  do  this  by 
focusing  attention  on  the  ratio  of  delivered  prices  along  the  arc.  In 
other  words,  each  small  move  along  the  arc  from  I  towards  J  increases 
the  distance  which  the  first  raw  material  must  be  shipped,  decreases 
the  distance  which  the  second  raw  material  must  be  shipped,  and 
alters  the  ratio  of  delivered  prices. 

In  order  to  achieve  a  more  rigorous  statement  of  the  problem, 
the  angle  e  is  treated  as  being  composed  of  two  angles,  6i,  and  e2. 
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0i  is  permitted  to  take  on  all  values  between  zero  and  e.  being 
assigned  some  value,  02  is  equal  to  0  minus  ©i.  It  is  the  variation  in 
the  angle  0i  which  defines  the  moving  point  that  is  the  locus  of  pro¬ 
duction.  For  example,  if  0i  is  equal  to  0,  then  J  is  being  considered 
as  the  production  site.  Suppose  a  value  is  assigned  to  the  angle  ©i 
which  defines  the  point  K  on  the  arc.  Join  the  points  M1  and  M2 
with  K.  By  the  law  of  cosines,  the  distances  from  the  two  material 
sites  to  K  can  be  determined: 


(1)  Si  =  V  a?  +  h2  —  2ah  cos  0i 

(2)  s2  —  V  &2  +  h2  —  2 bh  cos  (0  —  0i) 

The  letters  a,  b,  and  h  in  the  above  equations  represent  the 
known  distances  MiC,  M2C,  and  KC,  respectively. 

Since  base  prices  and  transportation  rates  are  known,  and  since 
we  have  assumed  that  the  materials  are  sold  on  an  f.o.b.  basis,  the 
prices  of  the  two  materials  delivered  to  K  can  also  be  determined. 

(3)  P[  =  Pi  +  n  V  o2  +  h2  —  2ah  cos  0i 

=  Pi  +  riSi 

(4)  P2  =  P2  +  r2  V  b2  +  h2  —  2bh  cos  (0  —  0i) 

=  P 2  -\-  r 2s2 

We  may  also  form  a  ratio  between  equations  three  and  four: 

P{  _  Pi  +  nsi 
P  2  P  2  +  r  2s2 

What  is  this  ratio?  It  is  the  constant  slope  of  the  system  of  iso¬ 
outlay  lines  when  production  takes  place  at  K.  There  is  no  ambiguity 
concerning  these  iso-outlay  lines.  Each  point  along  the  aic  IJ  is 
characterized  by  a  definite  ratio  of  delivered  prices  on  the  tuo  inputs. 
This  ratio  defines  the  slope  of  the  system  of  iso-outlay  lines  at  that 
point. 

Two  iso-outlay  lines  are  shown  in  Figure  II.  Both  represent  the 
same  total  expenditure  —  taking  into  account  base  prices,  and 
transportation  —  on  the  two  material  inputs.  How evei ,  AB  is  one 
of  the  system  of  iso-outlay  lines  associated  with  production  at  I 
whereas  DE  is  one  of  the  system  of  iso-outlay  lines  associated  with 
production  at  J.  In  the  figure,  emphasis  is  given  to  those  portions 
of  the  two  lines  which  make  up  the  line  AFE.  The  reason  for  the 
emphasis  is  that  up  to  the  point  P,  outlay  line  AB  (and  hence,  oca- 
tion  at  I)  offers  the  possibility  of  purchasing  the  same  amount  of  one 
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input,  say  Mh  as  outlay  line  DE  (representing  location  at  J)  but 
more  of  the  other  input.  For  example,  consider  the  points  V  and  Z, 
both  involving  the  same  expenditure.  V  lies  on  the  iso-outlay  line 
corresponding  to  location  at  I  while  Z  lies  on  the  iso-outlay  line  corre¬ 
sponding  to  location  at  J .  The  figure  indicates  that  if  the  firm  locates 
at  I  it  will  be  able  to  purchase  the  same  quantity  of  M2  as  it  could  if  it 
located  at  J,  but  that  it  can  acquire  a  greater  amount  of  Mi  (equal 
to  VZ)  with  total  expenditure  the  same.  To  the  right  of  point  F  the 


situation  is  reversed.  Location  at  J  permits  the  same  quantity  of 
Mi  to  be  purchased  as  at  I  but  more  of  M2,  expenditure  given.  In 
any  particular  case,  the  isoquants  determine  the  relative  profitability 
of  locating  at  J  or  at  I. 

Suppose  the  firm  decides  to  expend  upon  production  an  amount 
which  corresponds  to  the  iso-outlay  lines  of  Figure  II.  In  this  case  — 
questions  of  demand  elasticity  aside  —  the  profits  of  the  firm  would 
be  greater  if  it  located  at  J  rather  than  at  I  since  the  same  total 
expenditure  yields  a  higher  output  at  the  former.  Two  points  of 
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tangency,  R  and  IJ,  are  shown  in  the  figure.  R  is  a  tangency  point 
produced  by  an  isoquant  and  that  portion  of  the  outlay  line  AB  which 
lies  below  F.  Clearly,  the  firm  is  better  off  if  it  locates  at  J  and  uses 
the  combination  of  inputs  associated  with  the  tangency  point  U  since 
the  latter  lies  on  a  higher  isoquant  than  R. 

Up  to  now  only  two  locations  along  the  arc  IJ  have  been  con¬ 
sidered,  and  therefore,  only  two  differently  sloped  iso-outlay  lines 
appear  in  Figure  II.  If  each  of  the  infinite  number  of  points  along 
the  arc  IJ  is  treated  as  a  possible  location,  then  the  discontinuous 
line  AFE  becomes  a  smooth  curve.  The  reason  for  this  is  that  each 
point  along  the  arc  has  a  unique  ratio  of  delivered  prices.  We  will 
call  this  smooth  curve  the  locational  iso-outlay  curve.  Each  point 
along  this  curve  corresponds  to  a  particular  location  along  the  arc  IJ , 
and  shows  the  one  combination  of  factors  which  the  firm  would  purchase 
at  that  particular  location ,  given  the  dollar  expenditure,  transport  rates, 
and  base  prices  of  the  inputs.  It  must  be  emphasized  that  if  continuous 
spatial  substitution  is  possible  (i.e.,  all  points  along  the  arc  IJ  may 
become  the  site  of  production),  then  there  is  only  one  combination 
of  inputs  which  is  optimal  for  each  location.  All  other  combinations 
are  of  the  same  sort  as  those  depicted  by  R  and  V  in  Figure  II.  In 
other  words,  the  locational  iso-outlay  curve  represents  the  results 
of  an  optimization  process.  Uneconomic  combinations  of  inputs  do 
not  appear  in  it.  Which  combinations  of  inputs  are  uneconomic  for 
each  location  can  be  decided  without  reference  to  the  production 
function.  The  relevant  factors  are  distance  relations,  the  spatial 
structure  of  transport  costs,  and  the  prices  of  inputs  at  their  sources. 

The  nature  of  the  locational  iso-outlay  curve  can  be  brought  out 
still  more  clearly  by  analogy  with  the  familiar  case  of  production 
with  variable  input  prices.  Consider  a  producer,  who,  by  varying 
the  manner  in  which  he  apportions  a  given  expenditure  on  two  inputs, 
can  reduce  the  price  of  one  but  only  at  the  expense  of  an  increase  in 
the  price  of  the  other.  The  firm  seeking  a  location  along  the  arc  IJ 
is  in  a  similar  position.  It  can  reduce  the  delivered  price  of  M,  by 
selecting  a  location  along  the  arc  closer  to  the  source  of  this  input, 
but  only  at  the  expense  of  an  increase  in  the  delivered  price  of  M  2. 
As  an  aside  we  may  also  mention  that  if  each  point  along  the  arc 
has  its  own  ratio  of  delivered  prices,  then  each  point  also  has  its  own 
total  cost  curve.  All  of  these  cost  curves  together  form  what  we  may 
call  the  “locational  planning  curve,”  to  draw  another  analogy  from 


traditional  theory. 

Figure  II  considers  only  one  level  of  expenditure.  If  differe 
levels  of  expenditure  are  considered,  then  a  system  of  locational 


264 


QUARTERLY  JOURNAL  OF  ECONOMICS 


iso-outlay  curves  will  be  generated.  The  dashed  curves  of  Figure  III 
depict  such  a  system.  .All  of  these  curves  pertain  to  locations  along 
the  arc  IJ  of  Figure  I,  but  each  represents  a  different  level  of  expendi¬ 
ture  upon  the  inputs.  The  solid  curves  of  the  diagram  are  isoquants. 
The  slope  of  the  line  KL  defines  a  point  along  the  arc  IJ  of 
Figure  I. 

Suppose  the  firm  wished  to  deliver  a  fixed  number  of  units  of  the 
product  to  the  market,  for  example  1000.  As  in  traditional  theory, 
optimality  is  characterized  by  the  tangency  condition,  i.e.,  at  B  in 


Figure  III.  However,  the  point  B  represents  not  only  a  particular 
combination  of  inputs  —  as  in  traditional  theory  —  but  also  a  particular 
location  along  the  arc  IJ.  The  firm  chooses  that  location  at  which  the 
ratio  of  delivered  prices  is  equal  to  the  slope  of  the  1000  unit  isoquant. 
In  this  location  the  firm  will  use  OA  units  of  MY  and  OD  units  of  M2. 
d  he  marginal  rate  of  outlay  substitution  will  be  equal  to  the  marginal 
rate  of  input  substitution.  In  other  words,  within  the  dimensions 
of  the  problem  as  so  far  formulated,  the  optimum  location  along  the 
arc  IJ  of  I  igure  I  is  the  point  at  which  total  expenditure  is  a  minimum. 
At  this  location  the  factors  will  be  combined  in  such  a  way  that  the 
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ratio  of  their  marginal  productivities  is  equal  to  the  ratio  of  their 
delivered  prices.  It  would  be  purely  by  chance  if  total  transportation 
costs  were  a  minimum  at  this  point.  This  conclusion  anticipates  the 
brief  survey  of  location  literature  found  in  the  final  pages  of  this 
paper. 

In  analyzing  the  location  problem  of  an  individual  firm,  Weber, 
Hoover,  and  Isard  begin  by  assuming  that  there  are  no  geographic 
variations  in  the  prices  or  qualities  of  inputs  at  alternative  sources.2 
From  this  assumption  they  derive  two  conclusions:  (1)  that  there  are 
no  geographic  differentials  in  production  costs,  and  hence,  that  (2)  the 
optimum  location  is  the  point  of  minimum  transportation  costs. 
However,  the  two  conclusions  do  not  follow  from  the  aforementioned 
assumption  alone.  They  also  involve  an  additional  one,  namely, 
that  the  production  function  is  linear.  There  are  no  alternative 
sources  for  inputs  in  the  example  with  which  we  have  been  working. 
However,  we  have  permitted  factor  substitution  and  therefore  have 
altered  the  conditions  for  optimality  in  location.  This  difference  is 
not  the  only  one  which  emerges. 

A  number  of  points  of  tangency  between  locational  iso-outlay 
lines  and  isoquants  is  shown  in  Figure  III.  These  points  trace  an 
expansion  path,  labelled  GBH.  It  differs  from  the  expansion  path 
of  traditional  theory  in  that  each  point  along  its  length  refers  to  a 
location  (along  the  arc  IJ  in  the  present  case)  as  well  as  a  level  of 
output  and  a  combination  of  inputs.  This  expansion  path  brings  an 
interesting  point  to  light,  and  one  which,  to  the  author  s  knowledge, 
is  not  made  clear  in  previous  works  on  the  theory  of  location.  If  the 
j production  function  is  not  homogeneous  of  the  first  degree  there  is  no 
single  optimum  location  along  the  arc  IJ.  The  optimum  location  varies 
with  the  level  of  output.  Moreover,  if  continuous  spatial,  as  well  as 
factor,  substitution  is  possible  there  will  be  a  different  optimum  for 
every 'level  of  output.  This  being  so,  demand  considerations  should 
be  introduced  into  the  analysis.  However,  before  doing  so,  there  are 
two  additional  points  that  require  consideration. 

First,  as  we  have  drawn  the  iso-outlay  lines  and  isoquants  in 
Figure  III,  there  is  a  single  point  of  tangency  for  each  output  or  each 
level  of  expenditure.  There  is  no  a  priori  reason  for  this  condition. 
In  actuality,  there  may  be  more  than  one  point  of  tangency,  i.e., 
alternative  locations  may  exist  which  are  equally  good  for  producing 
a  given  output  or  expending  a  given  amount  upon  production. 

Second  we  have  drawn  the  curves  of  Figure  III  so  that  the 
tangency  points  are  equilibrium  points.  There  does  not  appear  to  be 

2.  Specific  footnote  references  to  the  works  of  these  authors  appear  below. 
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any  reason  why  this  must  be  so.  The  isoquants  can  be  tangent  to 
the  outlay  lines  from  below.  Whether  they  are  or  not  will  depend 
in  any  particular  case  on  the  production  function,  base  prices  of 
materials,  transportation  rates  on  materials,  and  their  geographic 
position  relative  to  one  another.  We  are  still  considering  the  partial 
problem  of  location  along  the  arc  IJ  of  Figure  I.  In  this  case,  if  the 
isoquants  are  tangent  to  the  outlay  lines  from  below,  the  firm  would 
locate  either  at  I  or  J.  In  order  to  bring  out  a  somewhat  different 
point,  let  us  postulate  that  transportation  costs  on  the  final  product 
are  negligible,  and  that  the  firm  is  free  to  locate  anywhere  in  the 
locational  triangle  of  Figure  I.  In  this  case,  if  the  inputs  are  sub¬ 
stitutable  in  the  extreme  —  by  which  we  mean  that  the  product  can 
be  produced  entirely  with  one  or  the  other  of  them  —  then  the  firm 
will  locate  at  the  source  of  one  of  the  inputs  and  use  none  of  the  other. 
If  the  inputs  are  not  substitutable  in  the  extreme,  the  firm  will  be 
drawn  close  to  the  source  of  one  of  them,  and  use  relatively  more  of 
it  than  the  other. 

Above,  it  was  stated  that  demand  considerations  should  be 
introduced  into  the  analysis.  In  order  to  save  space  this  issue  will  be 
treated  in  conjunction  with  a  number  of  other  factors  so  far  ignored. 
First,  regional  variations  in  the  money  price  of  a  given  input  will  be 
introduced.  Second,  the  effect  of  transportation  cost  incurred  in 
shipping  the  product  to  the  market  will  be  taken  into  account.  As 
to  the  latter,  the  reader  will  recall  that  up  to  this  time  we  have  been 
wholly  concerned  with  substitution  between  inputs,  transportation 
on  the  product  being  held  constant.  Now  we  wish  to  allow  this  latter 
distance  to  vary.  In  effect,  we  will  analyze  a  problem  which  is 
equivalent  to  allowing  the  arc  of  Figure  I  to  shift  either  closer  or 
farther  away  from  the  point  of  consumption. 

For  these  purposes  a  still  more  simplified  locational  figure  will 
be  employed,  the  straight  line.3  We  assume  a  productive  process  that 
requires  two  inputs,  a  single  localized  raw  material,  M,  and  labor. 
Labor  is  available  both  at  the  site  of  the  raw  material  and  at  the 
market  for  the  product,  C.  However,  its  money  price  is  lower  at  the 
latter.  The  quality  of  the  labor  at  the  two  places  is  identical.  The 
price  differentials  implicit  in  the  problem  give  rise  to  the  Y-shaped 
iso-outlay  lines  of  Figure  IV.  The  more  steeply  sloped  portions  of 
these  lines  represent  combinations  of  inputs  which  can  be  purchased 
for  a  given  expenditure  if  the  firm  locates  at  M.  The  more  gently 
sloped  portion  of  each  outlay  line  shows  the  combination  of  inputs 
which  can  be  purchased  for  the  same  expenditure  if  the  firm  locates  at 

3.  Since  the  locational  figure  is  so  simple  there  is  no  need  for  a  figure. 
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C.  The  difference  in  slope  arises  from  the  fact  that  at  M  the  price 
of  the  raw  material  is  lower  than  at  C,  while  the  price  of  labor  is 
higher  than  at  C.  Thus,  for  a  given  expenditure,  more  of  the  material 
and  less  labor  can  be  acquired  if  the  firm  locates  at  M.  The  reverse  is 
true  at  C. 

A  system  of  isoquants  and  the  expansion  line  formed  by  their 
points  of  tangency  with  the  locational  iso-outlay  lines  are  shown  in 
Figure  IY.  Each  point  of  tangency4  indicates  two  things:  the  best 

Material 


location  for  producing  a  given  output;5  the  best  combination  of 
inputs  for  producing  that  output  at  that  location.  According  to  the 
expansion  line,  GBHT,  location  at  the  raw  material  site,  AT,  is  a 
superior  location  for  outputs  up  to  800  units,  whereas  location  at  the 

4  In  order  to  keep  the  diagram  simple  only  one  equilibrium  location  and 
combination  of  inputs  is  shown  for  each  output.  There  is  no  reason  why  it  is  not 
possible  to  have  a  condition  of  double  tangency  for  some  outputs.  This  condition 
would  mean  that  the  two  locations  are  equally  good  for  producing  the  outputs  in 
question.  The  cost  of  distributing  the  product  would  then  become  the  crucial 

factor  in  determining  the  optimum  location.  ,  .  ,  ,  •  . 

5.  Optimality  in  location  is  indicated  by  the  portion  of  a  given  locational 

iso-outlay  line  where  tangency  with  an  isoquant  occurs. 
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market  site,  C,  is  superior  for  outputs  of  1000  or  more  units.  This 
result  is  brought  out  more  clearly  in  Figure  V,  which  contains  two  total 
cost  curves.6  TCm  is  the  total  cost  curve  the  firm  would  have  if  it 
located  at  the  site  of  the  raw  material.  TCc  is  the  total  cost  curve  the 
firm  would  have  if  it  located  at  the  market.  The  figure  also  depicts 
two  total  revenue  curves.  These  curves  will  help  us  to  appraise  the 
effect  of  transportation  cost  on  the  product. 


TRC  is  the  total  revenue  curve  for  a  monopolistically  competitive 
firm  as  it  exists  in  the  market.  (We  do  not  present  it,  but  the  argu¬ 
ment  can  readily  be  formulated  for  the  purely  competitive  case.) 
TRm  is  the  same  total  revenue  curve  reduced  by  the  amount  of 
transportation  cost  the  firm  would  incur  on  each  output  in  shipping 
this  output  to  the  market.  In  other  words,  if  the  firm  locates  at  the 
site  of  the  raw  material,  it  will  not  realize  the  price  the  product  sells 
for  in  the  market  but  rather  this  price  less  the  per  unit  transportation 

6.  These  curves  are  two  of  the  family  of  such  cost  curves  (comprising  the 
locational  planning  curve)  that  we  would  have  to  consider  if  all  points  between 
the  raw  material  site  and  the  consumption  point  were  treated  as  possible  locations. 
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charge.  The  curve  TRm  is  derived  by  multiplying  the  prices  net  of 
transportation  costs  by  the  corresponding  outputs.7 

From  the  figure,  we  see  that  if  transportation  cost  on  the  product 
were  zero  (and  TRm  therefore  identical  to  TRC  ),  the  firm  would 
maximize  its  profits  ( AB )  by  locating  at  the  site  of  the  raw  material 
and  producing  850  units.  However,  as  we  have  drawn  the  total 
revenue  curves,  transportation  cost  on  the  final  product  is  not  zero. 
The  firm  maximizes  its  profits  (CD)  by  locating  at  the  market  and 
producing  1100  units.  It  should  be  understood  that  a  shift  in  the 
demand  relation  from  which  the  total  revenue  curves  are  derived 
could  alter  both  the  optimum  output  and  location.  Thus,  the  opti¬ 
mum  location  is  seen  finally  to  depend  on  the  following  factors:  base 
prices  on  inputs;  transportation  rates  on  inputs  and  on  the  final 
product;  the  geographic  position  of  materials  and  markets;  the  pro¬ 
duction  function;  the  demand  function.  We  consider  these  the 
primary  factors,  but  they  do  not  comprise  a  complete  list.  For 
example,  selling  costs  can  influence  the  demand  function  and  there¬ 


fore  influence  location. 

As  stated  earlier,  the  main  objective  of  this  paper  is  to  make  the 
theory  of  location  an  integral  part  of  the  theory  of  the  firm.  Since 
this  is  not  the  first  such  effort,  I  will  now  briefly  indicate  the  simi¬ 
larities  and  differences  between  the  present  paper  and  several  others. 

In  1928  Andreas  Predohl  commented  that  the  problems  of  loca¬ 
tion  had  been  barely  touched  upon  in  systematic  theories  of  economics 
and  that  these  theories  must  be  applicable  to  the  problem  of  location : 
"...  they  must  contain  the  undeveloped  principles  of  location.”8 
In  his  view,  the  problem  of  location  was  the  problem  of  combining 
the  means  of  production  by  different  technical  methods  and  therefore 
should  be  amenable  to  analysis  by  the  principles  of  substitution. 

There  is  little  in  Predohl’s  paper  with  which  the  present  author 
disagrees.  Rather,  my  criticism  is  that  he  contented  himself  with  a 
bare  statement  of  the  problem.  He  failed  to  develop  and  explain  the 
mechanism  through  which  factor  substitution  works  when  transporta¬ 
tion  costs  are  introduced  into  the  theory  of  production,  nor  did  he 
develop  the  substitution  relation  between  transport  expenditures  for 
gathering  raw  materials  and  those  for  shipping  the  product  to  the 
market.  Nevertheless,  the  present  paper  may  be  viewed  as  an  effort 


7  One  could  just  as  easily  proceed  by  thinking  of  price  as  being  set  at  the 
ace  of  production  and  then  reducing  the  quantity  demanded  on  the  basis  of 

ansportation  charges  added  to  this  price.  .  .  .  n  , 

8.  Andreas  Predohl,  “The  Theory  of  Location  m  its  Relation  co  General 
anomies,”  The  Journal  of  Political  Economy,  XXXVI  (1928),  671  9U. 
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to  make  explicit,  propositions  which  are  implicit  in  Predohl’s  paper 
and  to  investigate  their  implications.  Walter  Isard’s  recent  volume 
may  be  similarly  viewed.9 

Professor  Isard  works  out  some  elaborate  substitution  problems 
in  his  study.  However,  I  do  not  believe  he  has  achieved  a  generaliza¬ 
tion  of  location  theory.  Rather,  he  has  presented  us  with  a  novel  and 
rigorous  formulation  of  Weber’s  theory  of  transport  and  other  orienta¬ 
tion,  which  is  location  under  the  assumption  of  a  linear  production 
function.  In  one  place,  Isard  almost  states  this  as  his  objective.  He 
claims  that  the  concept  of  a  transport  input  —  defined  as  the  move¬ 
ment  of  a  unit  weight  over  a  unit  distance  —  “  .  .  .  will  enable  us  to 
fuse  much  of  traditional  Weberian  location  doctrine  and  modern 
production  theory.”1  Weberian  location  doctrine  is  concerned  almost 
entirely  with  the  case  of  constant  coefficients  of  production  whereas 
the  theory  of  production  focuses  interest  on  cases  in  which  inputs  are 
substitutable. 

The  term  “substitution”  occurs  frequently  in  Isard’s  volume 
but  the  concept  is  employed  in  the  context  of  one,  or  a  combination, 
of  the  following  situations: 

(1)  substitution  between  transport  expenditures  on  various  mobile  inputs, 
the  weights  of  each  of  them  required  per  unit  of  output  held  constant; 

(2)  substitution  between  transport  outlays  for  mobile  inputs  and  outlays 
for  some  immobile  input  such  as  labor,  the  weights  of  the  mobile  inputs  as  well 
as  the  quantity  of  labor  required  per  unit  of  output  held  constant; 

(3)  substitution  between  transport  outlays  for  gathering  mobile  inputs  and 
outlays  for  immobile  inputs  on  the  one  hand,  and  transport  outlays  for  shipping 
a  unit  of  the  product  to  market  on  the  other,  with  the  weights  or  quantities  of 
the  inputs  required  per  unit  of  product  held  constant. 

Isard’s  adherence  to  the  assumption  of  a  linear  production 
function  leads  him  to  the  conclusion  that,  for  the  case  in  which  there 
are  no  alternative  sources  of  inputs  or  no  regional  variations  in  their 
base  prices,  there  is  a  single  best  location  and  this  occurs  where 
transportation  costs  on  the  inputs  —  those  on  the  product  held  con¬ 
stant  —  are  a  minimum.  I  have  indicated  that  this  result  is  a  special 
case.  If  inputs  are  substitutable,  there  is  no  single  optimum  location. 
The  optimum  location  then  depends  on  the  scale  of  operations  and 
other  things  mentioned  earlier. 

Isard  is,  of  course,  not  unaware  of  the  importance  of  scale 
economies.  However,  they  are  brought  explicitly  into  the  analysis 

9.  Walter  Isard,  Location  and  Space  Economy  (New  York:  jointly  by  The 
Technology  Press  of  Massachusetts  Institute  of  Technology  and  John  Wiley  and 
Sons,  1956). 

1.  Ibid.,  p.  91. 
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only  after  a  location  has  been  decided  upon.  Thus,  in  discussing 
market  and  supply  areas,  he  employs  Professor  Hoover’s  concept  of  a 
margin  line.  This  line  shows  how  delivered  price  at  the  edge  of  a 
market  varies  as  the  extent  of  the  market,  and  hence  output,  varies, 
the  geographic  position  of  the  firm  being  fixed. 

Much  the  same  approach  is  found  in  Hoover’s  first  volume  on 
location.2  Constant  costs  are  relied  upon  in  determining  the  optimum 
location.  The  usual  U-shaped  cost  curve  is  brought  into  the  analysis 
only  after  the  firm  has  been  located.  However,  Hoover  appears  to  be 
disturbed  by  an  apparent  conflict  between  reality  and  theoretical 
conclusions  based  on  Weberian  location  doctrine.  Reality  presents 
numerous  instances  in  which  firms  in  a  given  industry  have  different 
orientations.  Weberian  location  doctrine  favors  the  conclusion  that 
there  is  a  single  best  location  for  each  type  of  activity.  In  order  to 
bring  the  theory  into  closer  accord  with  reality,  Hoover  introduces 
such  things  as  variations  in  the  quality  of  a  given  input  at  alternative 
sources,  differences  in  transport  rate  gradients  in  different  directions, 
etc.  He  uses  these  differences  to  derive  zones  of  orientation.3  Some 
of  these  zones  are  characterized  by  orientation  to  market,  some  by 
orientation  to  one  or  another  raw  material.  Variations  in  the  quality 
of  inputs  and  peculiarities  in  transport  rate  structures  are  undoubtedly 
important  in  explaining  realistic  location  patterns.  However,  it  is 
equally  important  to  introduce  factor  substitution.  Hoover  does 
recognize  this  in  his  later  volume.4 

The  theory  of  the  location  of  economic  activity  studies  individual 
economic  units,  as  well  as  groups  of  interrelated  units  and  regional 
economies.  The  present  paper  has  been  concerned  with  the  former. 
Its  object  has  been  to  make  the  theory  of  location,  as  applied  to  the 
individual  firm,  an  integral  part  of  the  general  theory  of  production. 
Towards  this  end,  we  have  given  emphasis  to  the  inseparability  of 
three  problems:  the  optimum  output;  the  optimum  combination  of 
inputs;  the  optimum  location.  The  approach  developed  in  the  present 
paper  facilitates  analysis  of  the  spatial  aspects  of  many  problems 
traditionally  considered  in  theory:  i.e.,  the  implications  for  location 
of  variable  input  prices,  of  discrimination  between  markets,  etc.  The 
idea  of  a  break  in  the  expansion  line  —  developed  in  Figure  IV 
may  shed  light  on  the  establishment  of  branch  plants. 

Finally,  the  paper  contains  an  implicit  warning  against  a  narrow 
technological  approach  to  location,  such  as  is  practised  by  some  of 

2.  Edgar  M.  Hoover,  Jr.,  Location  Theory  and  the  Shoe  and  Leather  Industries. 

3.  Ibid.,  pp.  48-51.  .  ,, 

4.  Edgar  M.  Hoover,  Jr.,  The  Location  of  Economic  Activity,  pp.  44-46. 
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the  largest  engineering  consulting  firms.  This  engineering  approach 
tends  to  restrict,  to  an  unwarranted  extent,  the  range  of  possible 
types  of  locations  which  individual  plants  may  consider.  It  may  also 
delimit  too  severely  the  range  of  possible  types  of  industries  which 
underdeveloped  areas  are  advised  to  consider  in  their  development 
plans.  We  are  not  suggesting  that  it  is  feasible  or  even  necessary  to 
work  with  continuous  factor  substitution  in  solving  practical  location 
problems.  However,  it  does  seem  that  it  would  at  least  be  worth¬ 
while  to  investigate  the  possibility  of  producing  according  to  alterna¬ 
tive  linear  production  functions. 


Harvard  University 
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THE  EFFECT  OF  DEVALUATION 
ON  THE  PRICE  LEVEL* 

By  Egon  Sohmen 


I.  Argument  that  depreciation  of  an  overvalued  currency  must  entail  a 
rise  in  the  domestic  price  level,  273.  —  II.  Examination  of  this  argument,  277. 
—  III.  Differences  between  various  restrictive  policies,  281. 

I 

The  present  paper  deals  with  the  widespread  belief  that  depre¬ 
ciation  of  an  overvalued  currency  must  necessarily  entail  a  rise  in  the 
domestic  price  level  of  the  depreciating  country,  unless  it  is  accom¬ 
panied  by  deflationary  fiscal  and  monetary  policies.  It  is  no  exaggera¬ 
tion  to  say  that  this  belief  has  served  as  perhaps  the  single  most 
potent  argument  against  an  adjustment  of  overvalued  currencies. 
It  is,  of  course,  a  stock-in-trade  of  the  convinced  advocates  of  exchange 
controls;1  however,  it  has  usually  also  been  accepted  by  outspoken 
foes  of  all  restraints  on  free  currency  convertibility.2 

In  a  passage  of  his  League  of  Nations  monograph,  Ragnar  Nurkse 
recognizes  the  validity  of  the  argument  advanced  here,3  in  contradic- 

*  The  major  argument  advanced  here  had  its  origin  in  conversations  with 
Professor  Charles  P.  Kindleberger.  I  have  greatly  benefited  from  a  number  of 
suggestions  by  Professor  Gottfried  Haberler  which  are  gratefully  acknowledged. 

1.  “[W]hen  world  prices  are  rising,  or  even  when  they  are  more  or  less 
steady,  ...  a  lowering  of  exchange  rates  would  cause  internal  prices  to  rise 
absolutely,  and  not  merely  relatively  to  prices  in  the  outside  world.  The  rise 
would  not  be  confined  to  the  prices  of  imported  goods,  but  would  spread  gradually 
throughout  the  country’s  economy.  ...  In  any  other  environment  than  that  of 
world  deflation,  a  substantial  exchange  depreciation  must  be  a  strong  price¬ 
raising  influence.”  Sir  Hubert  Henderson,  “The  Function  of  Exchange  Rates,” 
Oxford  Economic  Papers,  I  (1949),  7. 

2.  “Devaluation  raises  the  domestic  prices  of  imports  and  of  exports;  and 
it  will  tend  to  raise  the  prices  of  import  substitutes,  of  potential  exports,  and  of 
intermediate  goods  required  for  their  production.  Thus,  unless  the  monetary 
authorities  restrict  credits  in  order  to  force  price  reductions  in  other  sectors  of  the 
economy  the  price  level  will  be  somewhat  increased  as  a  result  of  the  deva  ua- 
tion.”  F.  Machlup,  “Relative  Prices  and  Aggregate  Spending  in  the  Analysis  of 
Devaluation,”  American  Economic  Review,  XLV  (1955),  262. 

3.  “More  specific  objections  to  devaluation  were  based  on  the  tear  o  a 
rise  ...  in  import  prices  ...  in  terms  of  domestic  money.  The  fact  was  some¬ 
times  overlooked  that  a  rise  in  the  prices  of  imported  goods  is  bound  to  occur 
when  exchange  restrictions  create  an  artificial  scarcity  of  such  goods  on  the  home 
market,  unless  the  goods  are  subjected  to  price  control  and  rationing.  Inter¬ 
national  Currency  Experience,  League  of  Nations,  1944,  p.  167. 
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tion  to  the  opinion  he  voices  in  an  earlier  chapter  of  the  same  book.4 
To  my  knowledge,  the  only  theorist  who  has  recently  argued  that 
the  traditional  belief  is  not  necessarily  correct  is  Dr.  Edward  M. 
Bernstein,  Research  Director  of  the  International  Monetary  Fund.8 
The  opinion  prevalent  among  theorists  is  shared  by  the  majority  of 
the  practitioners  of  economic  policy,  and,  of  course,  by  the  layman 
public.6 

On  superficial  examination,  the  case  appears  deceptively  straight¬ 
forward.  A  depreciated  exchange  rate,  it  is  held,  implies  a  price 
increase  for  all  those  imported  goods  whose  price  in  foreign  currency 
does  not  simultaneously  fall  in  the  same  proportion.  The  inflationary 

4.  “[T]he  fall  in  the  exchange  rate  became  literally  the  leading  factor  in  the 
mechanism  of  inflation,  driving  up  the  cost  of  living  and  creating  an  irresistible 
pressure  for  wage  adjustments,  which  in  turn  called  forth  demands  for  additional 
currency  on  the  part  of  the  government  as  well  as  business  men.”  Op.  cit.,  p.  115. 
The  chapter  deals  with  “Exchange  Depreciation  in  the  Early  ’Twenties.” 

In  correspondence,  Professor  Nurkse  quite  correctly  points  out  to  me  that 
the  latter  statement  concerns  the  effects  of  capital  flight  induced  by  an  infla¬ 
tionary  trend,  and  therefore  does  not  necessarily  conflict  with  the  first  quotation. 
The  real  point  to  be  emphasized  here  is  that  artificial  pegging  of  exchange  rates 
can  under  such  circumstances  never  prevent  a  speculative  capital  outflow,  but 
will,  on  the  contrary,  further  encourage  it.  Capital  flight  can  be  effectively  pre¬ 
vented  only  by  exchange  controls,  and  the  latter  are  equally  feasible  (although 
less  frequently  practiced)  when  the  currency  is  allowed  to  depreciate.  Nurkse’s 
work  provides  an  argument  for  monetary  stability,  and  for  controls  over  capital 
movements  when  inflation  is  unavoidable,  but  cannot  be  used  to  justify  the  con¬ 
tinuation  of  an  artificial  exchange  peg  under  inflationary  conditions,  as  is  fre¬ 
quently  maintained. 

5.  E.  M.  Bernstein,  “Strategic  Factors  in  Balance  of  Payments  Adjust¬ 
ment,”  International  Monetary  Fund  Staff  Papers,  V  (1956),  esp.  pp.  166-68. 
Dr.  Bernstein  was  kind  enough  to  make  a  letter  available  to  me,  written  by  him 
to  Professor  Haberler  in  March  1949,  in  which  the  reasoning  of  his  later  article 
is  already  clearly  enunciated.  As  an  empirical  example  for  his  main  thesis,  he 
points  out  that  the  French  devaluation  of  1948  (by  80  per  cent)  had  a  deflationary 
effect. 

6.  After  the  recent  French  devaluation,  the  New  York  Times  reported  from 
Paris:  “The  French  government  took  action  on  several  fronts  today  to  prevent 
a  general  price  rise  following  Saturday’s  virtual  devaluation  of  the  franc.  .  .  .  The 
first  two  days  after  devaluation  have  produced  no  significant  price  rises  on  purely 
domestic  products.  This  was  interpreted  as  evidence  of  the  success  of  the  official 
effort  to  minimize  the  importance  of  the  monetary  adjustment  and,  above  all, 
to  avoid  use  of  the  word  ‘devaluation’ .”  (My  italics)  New  York  Times,  Aug.  14, 
1957,  p.  9.  The  last  sentence  of  the  quotation  illustrates  another  well-known  fact: 
layman  opinion  in  many  European  countries  often  sees  not  merely  a  more  or  less 
loose  relationship  between  depreciation  and  a  rise  in  the  domestic  price  level, 
but  occasionally  tends  to  identify  the  word  “devaluation”  with  an  increase  of 
prices  in  the  same  proportion.  We  may  again  quote  from  Nurkse’s  monograph: 
“Memories  of  that  experience  [the  hyper-inflation  in  Germany  and  elsewhere  in 
Europe  during  the  early  ’twenties]  played  no  doubt  an  important  part  in  the 
popular  identification  of  devaluation  with  inflation  in  Central  and  Eastern  Europe 
in  the  'thirties.  The  German  trade  unions  in  1931  threatened,  in  the  event  of 
devaluation,  to  demand  a  scale  of  money  wages  based  on  foreign  exchange  rates.” 
League  of  Nations,  op.  cit.,  p.  167. 


THE  EFFECT  OF  DEVALUATION  ON  THE  PRICE  LEVEL  275 


effect  is  reinforced  by  the  drain  on  domestic  resources  due  to  the 
induced  increase  of  the  country’s  exports.  Only  a  deflation  of  the 
national  income  to  match  the  reduction  in  aggregate  supply  on  the 
domestic  market,  so  the  reasoning  continues,  can  prevent  the  increase 
in  the  over-all  price  level. 

The  argument  would  be  in  accord  with  reality  if  commodity 
movements  were  always  perfectly  free  and  unimpeded  at  any  arbi¬ 
trarily  fixed  exchange  rate,  with  accommodating  capital  transfers7 
filling  the  gap  in  the  balance  on  current  account.  The  domestic  price 
of  imports  would  then  indeed  always  be  equal  to  their  foreign  price, 
multiplied  by  the  exchange  rate. 

However,  such  a  picture  conflicts  radically  with  the  observed 
facts.  No  country  whose  currency  is  overvalued  can  ever  count  on 
an  unlimited  source  of  accommodating  finance.  As  a  consequence,  it 
has  to  rely  on  tariffs,  import  quotas,  or  exchange  controls  to  check 
the  deficit  in  the  balance  of  payments  that  would  otherwise  develop. 

Whenever  such  interference  occurs,  however,  external  and  domes¬ 
tic  prices  must  diverge  (compared  on  the  basis  of  the  prevailing 
foreign  exchange  rate).  What  the  combined  effect  of  these  various 
influences  on  the  average  price  level  will  be  can  only  be  guesswork 
without  resort  to  more  refined  tools  of  economic  analysis. 

Upon  reflection,  it  is  evident  that  only  the  tools  of  welfare  eco¬ 
nomics  can  provide  a  determinate  answer.  The  following  relatively 
obvious  theorem  will  be  used:  If  national  income  in  money  terms 
remains  constant,  the  aggregate  price  level  (measured  in  terms  of 
any  one  of  the  known  varieties  of  price  index  numbers  with  the 
exception  of  Laspeyres’  index  which  may  remain  constant)  must  fall 
after  an  unambiguous  improvement  in  potential  welfare. 

The  proof  is  set  out  in  a  few  lines  of  algebra.  Subscripts  1  denote 
prices  and  quantities  in  the  initial  (inferior)  situation,  subscripts  2 
refer  to  the  situation  after  the  change. 

An  unambiguous  improvement  in  potential  welfare  implies  both 


(1) 


2P2Q2  ^  2P2Q1  and 

SPxQz  >  2P1Q18 


7  Throughout  this  paper,  the  term  “capital  transfers”  will  be  used  for  all 
transfers  which  serve  to  finance  an  imbalance  in  a  country’s  current  account 
(goods  and  invisibles).  They  will  therefore  be  meant  to  include  all  long-  and 
short-term  loans  extended  by  private  individuals,  businesses,  or  the  government; 
shipments  or  earmarking  of  gold,  as  well  as  purchases  and  sales  of  foreign  exchange 
by  the  country’s  central  bank  or  exchange  stabilization  fund.  This  rather  wide 
definition  of  the  term  is  adopted  for  convenience  only.  ...... 

8.  This  is  equivalent  to  Scitovsky’s  double  welfare  criterion,  first  stated  in 
his  two  articles  in  the  Review  of  Economic  Studies,  IX  (1941-42),  in  criticism  of 
the  earlier,  incomplete  Kaldor-Hicks  criterion.  For  a  detailed  exposition  of  its 
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If  we  assume,  as  a  first  approximation,  that  the  country  follows 
a  “neutral”9  monetary  and  fiscal  policy  in  the  sense  that  money 
national  income  is  held  constant,  i.e.,  if 

(2)  Yi  =  ZPxQi  =  F2  =  2P 2Q2 , 


we  obtain,  after  dividing  the  first  inequality  by  2P1Q1,  the  second  one 
into  2P2Q2,  and  using  (2), 


(3) 


ZP2Q1  < 

2P1Q1  = 


and 


SP2Q2 

2P1Q2 


The  first  expression  in  (3)  is  Laspeyres’,  the  second  Paasche’s 
index.  Both  show  a  lower  level  of  prices  in  the  second  (improved) 
situation.  The  equality  sign  in  Laspeyres’  index  holds  in  the  context 
of  international  trade  when  factors  of  production  are  perfectly 
immobile  so  that  the  pattern  of  production  is  not  changed  at  all  after 
any  given  modification  of  the  pattern  of  foreign  trade.  Geometri¬ 
cally,  the  production  possibility  hypersurface  has  a  kink  at  the  point 
of  actual  production.  However,  this  theoretical  possibility  in  no  way 
prevents  the  accrual  of  gains  from  trade,  as  Haberler  has  stressed.1 

It  should  be  emphasized  that  I  assume  full  employment  and 
perfectly  competitive  conditions  within  each  economy  throughout 
this  paper.  In  other  words,  it  is  assumed  that  the  economy  operates 
on  its  production  possibility  hypersurface  at  all  times.  If  an  economy 
is  underemployed  before  its  currency  is  depreciated,  the  demonstra¬ 
tion  that  the  price  level  need  not  rise  is  trivial.  The  same  holds  true 
if  the  Paretian  optimum  conditions  are  not  fulfilled. 

Parenthetically,  it  might  be  noted  that  the  price  index  numbers 
calculated  in  practice  concern  not  the  aggregate  of  all  commodities 
produced  in  an  economy,  but  only  a  selected  sample  of  them.  The 
price  index  for  such  a  sample  and  the  one  for  the  aggregate  which 

meaning,  see  I.  M.  D.  Little,  A  Critique  of  Welfare  Economics  (2d  ed.;  Oxford: 
Clarendon  Press,  1957);  or  Paul  A.  Samuelson,  “Evaluation  of  Real  National 
Income,”  Oxford  Economic  Papers,  II  (1950).  The  improvement  is  “unambiguous” 
if  both  conditions  are  fulfilled  simultaneously;  but  we  can  nevertheless  call  it 
a  “potential”  improvement  only  as  long  as  we  do  not  know  whether  the  change 
is  accompanied  by  a  suitable  redistribution  of  incomes  to  guarantee  an  actual 
improvement  in  accordance  with  the  interpersonal  judgments  the  society  —  or  its 
dictator,  or  ruling  body  —  has  chosen  to  adopt. 

9.  This  definition  of  a  “neutral”  policy,  adopted  here  for  lack  of  a  more 
appropriate  term,  differs  substantially  from  the  terminology  of  other  authors. 
See  esp.  J.  E.  Meade,  The  Balance  of  Payments  (London  and  New  York:  Oxford 
University  Press,  1951),  pp.  47-49. 

1.  G.  Haberler,  “Some  Problems  in  the  Pure  Theory  of  International 
Trade,”  Economic  Journal,  LX  (1950),  228-29. 
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underlies  our  analysis  may  occasionally  go  in  opposite  directions. 
But  it  seems  more  plausible  to  take  the  aggregate  index  when  we 
deal  with  movements  of  the  price  level  in  a  purely  abstract  way. 

II 

The  preceding  spadework  reveals  clearly  that  depreciation  can 
lead  to  a  rise  in  the  price  level  (defined  in  the  above  sense)  if  and 
only  if  it  entails  a  decline  in  potential  welfare  according  to  the  Hicks- 
Kaldor-Scitovsky  welfare  criteria.  Seen  in  this  light,  the  alleged  neces¬ 
sity  of  depreciation  having  an  inflationary  effect  appears  already 
decidedly  less  plausible.  In  particular,  we  are  alerted  against  the 
fallacy  of  using  an  administratively  fixed  exchange  rate  to  compute 
the  domestic  price  of  imports.  The  really  relevant  factors  for  the 
welfare  position  of  the  country  are  the  measures  through  which  equi¬ 
librium  in  the  balance  of  payments  is  brought  about,  once  the 
exchange  rate  is  (as  assumed)  held  at  a  disequilibrium  position.  If 
the  currency  is  overvalued,  less  can  be  exported  than  would  other¬ 
wise  be  possible.  Whether  exchange  controls,  import  quotas  or  the 
old-fashioned  tariff  are  used  to  plug  the  resulting  leak  in  the  country’s 
reserves,  all  have  as  their  objective  an  artificial  restraint  on  the 
country’s  imports. 

The  net  result  is  that  the  pattern  of  production  moves  towards 
lines  of  comparative  disadvantage.  From  this  fact  alone,  the  earlier 
classicists  would  have  jumped  to  the  conclusion  that  the  country’s 
welfare  position  must  have  deteriorated.  Our  corollary  would  then 
necessarily  follow  that  depreciation  to  the  equilibrium  rate  of  exchange, 
combined  with  a  removal  of  trade  and  exchange  controls,  must  lower 
the  domestic  price  level. 

However,  this  view  leaves  out  of  account  the  terms-of-trade 
argument  for  tariffs.  The  unilateral  imposition  of  trade  restrictions, 
whether  tariffs,  import  quotas,  or  exchange  controls,  will  result  in  an 
improvement  in  the  country’s  terms  of  trade,  i.e.,  of  the  price  ratio 
between  its  exports  and  imports  in  the  outside  world.2  It  has  to  be 
noted,  first  of  all,  that  the  corresponding  domestic  price  ratio  moves, 
of  course,  in  the  opposite  direction. 

Nevertheless,  the  terms-of-trade  argument  shows  that  the  imposi¬ 
tion  of  a  sufficiently  small  trade  restriction  will  bring  about  a  rise  in 
potential  welfare,  defined  according  to  the  criteria  outlined  above. 
Once  the  optimum  tariff  (or  the  “optimum  quota”)  has  been  passed, 
however,  potential  welfare  will  decline  again  while  the  external  terms 

2.  Provided  the  foreign  country’s  reciprocal  demand  is  less  than  infinitely 
elastic. 
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of  trade  continue  to  improve.  As  the  country  moves  further  toward 
its  autarky  position,  a  point  is  finally  reached  after  which  the  level  of 
potential  welfare  falls  below  the  one  attainable  under  free  trade.3 

The  movement  in  the  aggregate  price  level  is,  as  shown  above, 
directly  linked  to  the  changes  in  potential  welfare:  starting  from  free 
trade,  a  sufficiently  small  restriction  will  indeed  lower  the  price  level. 
However,  the  outcome  is  reversed  once  the  level  of  the  "optimum”4 
degree  of  restriction  is  exceeded.5 

Turning  to  the  real  world,  what  is  the  chance  that  the  typical 

3.  The  history  of  the  terms-of-trade  argument  offers  a  bewildering  pattern 
of  discoveries  and  rediscoveries  in  which  it  is  not  always  clear  who  invented  what. 
My  own  research  furnished  the  result  that  Auspitz  and  Lieben  have  to  be  cred¬ 
ited  with  the  earliest  rigorous  statement  of  the  theorem  ( Untersuchungen  uber 
die  Theorie  des  Preises  (Leipzig:  Duncker  and  Humblot,  1889),  pp.  415-18  and 
Figures  73  and  74).  The  argument  is  carried  surprisingly  far;  not  only  do  they 
demonstrate  the  condition  for  the  optimum  tariff,  but  they  are  also  aware  of 
the  symmetry  between  import  and  export  duties  (p.  418).  Apart' from  Viner 
(, Studies  in  the  Theory  of  International  Trade,  pp.  592-93),  their  contribution  is 
never  mentioned  in  the  literature  of  today,  although  it  was  acknowledged  by 
Edgeworth  (“The  Theory  of  International  Values,”  Economic  Journal,  IV  (1894), 
636).  The  only  flaw  a  modern  theorist  would  find  in  their  argument  is  the  fact 
that  it  is  stated  in  terms  of  consumers’  surplus,  in  accord  with  the  practices  of 
their  day. 

For  later  rediscoveries  and  refinements,  see  T.  de  Scitovsky,  “A  Reconsid¬ 
eration  of  the  Theory  of  Tariffs,”  Review  of  Economic  Studies,  IX  (1941-42), 
reprinted  in  the  American  Economic  Association’s  Readings  in  the  Theory  of 
International  Trade.  A  geometric  demonstration  that  avoids  the  use  of  com¬ 
munity  indifference  curves  is  given  in  Peter  B.  Kenen’s  recent  article,  “On  the 
Geometry  of  Welfare  Economics,”  this  Journal,  LXXI  (Aug.  1957),  442-45. 

Among  papers  in  which  the  terms-of-trade  effect  of  import  restrictions  in 
general  (whether  tariffs,  quotas,  or  exchange  controls)  is  analyzed,  Sidney  S. 
Alexander’s  “Devaluation  Versus  Import  Restriction  as  an  Instrument  for 
Improving  Foreign  Balance,”  International  Monetary  Fund  Staff  Papers,  Vol.  I 
(1950-51),  and  J.  M.  Fleming’s  “On  Making  the  Best  of  Balance  of  Payments 
Restrictions  on  Imports,”  Economic  Journal,  LXI  (1951),  48-71,  are  best  known. 

4.  The  inherent  ambiguity  of  the  “optimum”  tariff  or  quota  should  be 
noted  at  this  point;  it  will  in  general  differ  for  different  patterns  of  income 
distribution. 

5.  To  be  quite  precise,  the  Laspeyres  index  will  show  a  reversal  even  before 
the  optimum  tariff  or  quota  is  attained.  This  is  shown  for  the  two-commodity 
case  in  Figure  I.  Under  free  trade,  production  is  at  Pt,  consumption  at  1.  A 
trade  restriction  of  a  certain  level  may  result  in  production  at  P2  and  consump¬ 
tion  at  2.  The  index  number  comparisons  yield 

(4)  SP2Q2  <  2 P2Qx  and  ZP^  >  ZP^ . 

Proceeding  as  above,  we  obtain 

(5)  2P2Q1  2 P 1Q1  .  j 

2P1Q1  ’  2P,Q, 

Laspeyres’  index  thus  shows  a  higher  price  level  after  the  trade  restriction,  even 
though  this  situation  may  still  be  preferable  to  the  free-trade  position  according 
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deficit  country  is  short  of  its  “optimum”  degree  of  restriction?  The 
question  can  be  settled  decisively  only  on  the  basis  of  a  detailed 
empirical  investigation ;  but  there  seem  to  be  very  convincing  reasons 
to  conclude  that  it  is  practically  nil. 

It  is  worth  emphasizing,  first  of  all,  that  the  impact  of  trade 
restrictions  is  additive :  the  welfare  level  will  depend  on  the  effect  of 
all  existing  tariffs,  quotas,  and  exchange  controls  taken  together.6 
It  seems  reasonable  to  assume  that  tariffs  alone  already  exceed  the 
optimum  level  for  most  countries.  We  remember  that  the  optimum 
degree  of  restriction  decreases  the  higher  is  the  elasticity  of  foreign 
reciprocal  demand.  It  is  a  fairly  safe  assumption  that,  for  any  single 
country,  the  reciprocal  demand  of  the  rest  of  the  world  (depending, 
as  it  does,  not  only  on  the  demand  for  its  exports,  but  in  addition  on 
the  supply  elasticity  of  its  imports)  will  be  relatively  high. 

Any  additional  trade  restriction,  coming  on  top  of  existing  tariffs, 
can  then  only  aggravate  the  country’s  welfare  position.  A  currency 
depreciation  which  permits  their  removal  will  under  these  circum¬ 
stances  by  necessity  result  in  a  fall  of  domestic  prices. 

The  fall  in  the  price  level,  furthermore,  must  be  all  the  more 
pronounced  the  larger  is  the  extent  of  the  depreciation  necessary  to 
establish  equilibrium  in  the  exchange  market,  contrary  to  the  con¬ 
clusion  which  uncautious  intuition  and  the  accepted  doctrine  on  this 
matter  would  suggest.  A  large  depreciation  implies  that  the  currency 
was  substantially  overvalued,  and  that  the  import  restrictions  must 
have  been  all  the  more  severe. 

An  illuminating  corollary  is  obtained  by  using  the  link  between 
welfare  and  price  level  changes  in  reverse.  Suppose  for  a  moment 

to  a  certain  welfare  function  (or  functions)  and  for  given  patterns  of  income 
distribution. 


FIGURE  I 

6.  I  am  indebted  to  Dr.  Bernstein  for  this  observation.  The  level  of  the 
optimum  tariff  is  raised  in  the  presence  of  foreign  retaliation  (Scitovsky,  op.  cit 
Readings,  pp.  373-74).  But  the  competitive  game, of  raising  retaliatory  farms 
will  always  encounter  a  “point  of  no  further  return.” 
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that,  contrary  to  our  conclusions,  the  traditional  belief  were  true 
that  a  depreciation  always  had  to  result  in  a  rise  of  the  price  level, 
and  that  it  was  all  the  more  inflationary  the  more  drastically  a  cur¬ 
rency  is  devalued.  It  would  then  necessarily  follow  that  a  country’s 
potential  welfare  (and  hence  conceivably  the  real  income  of  every 
citizen  after  a  suitable  income  redistribution)  could  always  be  raised 
by  an  administered  appreciation  of  its  currency,  accompanied  by 
whatever  import  restrictions  are  called  for  to  keep  the  balance  of  pay¬ 
ments  in  order.  The  rise  in  potential  welfare  would  have  to  be  the 
more  pronounced  the  more  overvalued  the  currency  becomes.  Pur¬ 
suing  the  argument  to  its  end,  we  deduce  that  a  country’s  welfare 
potential  must  reach  a  maximum  when  the  exchange  rate  reaches  a 
level  at  which  all  exports  are  cut  off  (any  additional  devaluation  does 
not  cause  any  further  change  in  the  relevant  variables).  This  reductio 
ad  absurdum  should  amply  illustrate  the  glaring  defects  of  the  accepted 
doctrine. 

The  associated  welfare  connotations  give  an  indication  of  the 
losses  in  real  incomes  that  the  continuation  of  the  present  exchange 
rate  maladjustments  must  inflict  on  all  the  countries  of  the  world. 
It  would  also  appear  from  our  analysis  that,  again  in  sharp  contrast 
to  accepted  beliefs,  the  countries  whose  currencies  are  the  most 
overvalued  are  those  who  bear  the  brunt  of  the  burden  —  and  they 
are  usually  the  ones  who  can  least  afford  it. 

That  a  depreciation  of  overvalued  currencies  —  or,  more  pre¬ 
cisely,  the  removal  of  barriers  to  trade  it  permits  —  is  likely  to  have 
a  deflationary  effect  does  not  imply,  of  course,  that  it  must  always 
lead  to  an  actual  fall  in  prices.  It  may  merely  slow  down  an  existing 
inflationary  process  for  some  time,  without  actually  reversing  it. 

It  is  also  of  crucial  importance  that  the  currency  be  devalued  to 
its  equilibrium  level;  the  removal  of  import  restrictions  is  otherwise 
impossible,  or  feasible  only  to  a  limited  extent.  In  the  most  recent 
French  devaluation,  for  example,  the  new  rate  clearly  did  not  attain 
the  equilibrium  level,  as  indicated  by  the  discount  of  almost  10 
per  cent  on  the  new  exchange  rate  at  which  francs  continued  to  be 
traded  in  the  free  currency  markets  of  the  world. 

As  in  the  case  of  tariffs,  our  contention  is  further  strengthened 
if  currency  overvaluation  together  with  the  accompanying  trade 
restrictions  is  not  confined  to  one  single  country  only.  Multilateral 
imposition  of  controls,  the  equivalent  of  retaliatory  tariffs,  is  bound 
to  reduce  real  income  all  around. 
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III 

A  few  comments  on  the  differences  between  various  restrictive 
policies  are  in  order.  If  the  government  uses  quotas,  and  import 
licenses  are  auctioned  off,  the  premiums  paid  by  importers  are  the 
exact  equivalent  of  the  import  duty  that  would  have  achieved  the 
same  degree  of  restriction.  If  import  licenses  are  allocated  without, 
or  against  an  only  insignificant  fee,  and  if  no  price  controls  exist,  the 
receivers  in  effect  reap  windfall  profits  of  the  same  magnitude.  It 
would  be  hasty,  however,  to  conclude  that  such  an  arrangement 
must  be  an  importer’s  paradise.  He  earns  the  higher  unit  profits 
on  a  reduced  volume  of  trade,  and  his  income  may  well  fall  below  the 
level  it  would  attain  under  unrestricted  trade. 

If  price  controls  are  in  effect,  it  may  appear  at  first  sight  that 
our  conclusions  have  to  be  substantially  modified,  if  not  reversed. 

Price  controls  may  concern  imported  commodities  only;  such 
arrangements  have  occasionally  existed.  But  since  the  national  prod¬ 
uct  is,  in  plain  Hollywoodese,  a  many-splendored  thing,  the  excess 
purchasing  power  will  merely  spill  over  into  other  markets.  The 
price  rise  in  the  other  sectors  can  be  confidently  expected  to  neutralize 
the  artificial  stability  of  import  prices. 

Where  rationing  and  price  controls  have  been  all-embracing,  on 
the  other  hand,  a  black  market  has  hardly  ever  been  absent.  And  an 
economist  computing  a  meaningful  price  index,  however  indignant 
a  moralist  he  may  be,  has  to  take  black  market  prices  and  volumes 
traded  into  consideration.  The  outcome  may  be  hardly  any  different 
from  our  general  conclusion. 

The  Utopian  society  in  which  over-all  price  controls  and  rationing 
are  indeed  fully  effective,  forces  a  ceiling  on  its  consumption  level  at 
the  same  time  that  it  succeeds  in  keeping  the  price  level  down.  Under 
such  conditions,  the  price  level  may  indeed  rise  when  price  as  well 
as  exchange  controls  are  removed  after  depreciation.  But  if  the  move 
towards  freer  trade  raises  the  potential  welfare  level,  i.e.,  when  it 
produces  a  more  abundant  supply  of  commodities,  it  is  difficult  to 
see  why  a  fetish  should  be  made  out  of  a  lower  price  level  at  a  forcibly 

reduced  standard  of  living. 

Our  general  conclusions  will  be  reinforced  by  the  absence  of 
perfectly  competitive  conditions  in  the  real  world.  Existing  monop¬ 
olies  can  only  be  weakened  by  the  rise  in  the  volume  of  foreign  trade 
that  the  adjustment  of  exchange  rates  to  their  equilibrium  levels 
makes  possible.  The  closer  approach  to  the  competitive  ideal  will 
be  one  further  factor  contributing  towards  a  fall  in  the  domestic 
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price  level.  This  factor  will  be  all  the  more  important  the  smaller  a 
country  is. 

It  is,  of  course,  not  permissible  to  compare  the  present  pattern 
of  overvalued  exchange  rates  and  partial  financing  of  trade  deficits 
by  unilateral  government  grants  with  a  situation  in  which  all  exchange 
rates  are  at  the  free  competitive  level,  but  all  flows  of  government 
grants  have  ceased.  Two  situations  can  be  objectively  compared 
only  when  all  capital  transfers7  remain  at  the  same  level.  This  has 
been  implicitly  assumed  so  far.  The  Machiavellian  view  may  be 
entirely  justified  that  foreign  aid  might  no  longer  be  forthcoming  as 
soon  as  the  absence  of  visible  balance-of-payments  disequilibria 
brings  about  a  revision  of  official  government  policies  under  the 
pressure  of  public  opinion.  But  this  is  a  question  outside  the  realm 
of  economic  analysis. 

However,  the  increase  in  allocative  efficiency  may  well  be  signifi¬ 
cant  enough  to  dwarf  the  reduction  in  the  commodity  intake  which 
the  removal  of  a  deficit  in  its  balance  of  payments  superficially 
appears  to  force  upon  a  country.  It  is  entirely  possible,  therefore, 
that  a  depreciation  may  both  wipe  out  the  deficit  (and  thus  eliminate 
the  need  for  assistance  from  abroad  or  the  drain  on  the  country’s 
gold  and  exchange  reserves)  and  cause  a  deflationary  impact  on  prices 
even  in  the  absence  of  deflationary  monetary  and  fiscal  policies.  The 
Austrian  depreciation  of  1953  may  serve  as  an  example  that  such  an 
outcome  is  by  no  means  wishful  thinking. 

Any  residual  disbelief  in  this  proposition  will  be  dispelled  if  the 
reader  bears  in  mind  again  that  a  deficit  may  be  eliminated  not  only 
by  an  increase  in  exports  or  a  fall  in  imports,  but  also  by  an  increase 
of  both  exports  and  imports,  provided  only  that  the  value  of  the 
former  rises  by  more  than  that  of  the  latter.  This  is  the  most 
likely  outcome  whenever  restrictions  on  trade  are  in  effect  before 
the  depreciation.  It  is,  furthermore,  not  only  the  aggregate  value, 
but  also  the  composition  of  the  import  bill  that  matters. 

Our  analysis  is  by  no  means  intended  to  suggest,  on  the  other 
hand,  that  a  cancellation  of  foreign  aid  programs  after  an  adjustment 
of  exchange  rates  would  be  desirable.  They  should  be  regarded  as  a 
natural  extension  to  the  international  sphere  of  basic  principles  of 
public  finance  long  accepted  for  domestic  use  in  all  Western  countries.8 
Given  the  willingness  of  richer  countries  to  provide  such  aid,  all 

7.  See  note  7,  p.  275  for  the  definition  of  capital  transfers  used  in  the  present 
paper. 

8.  This  is  Gunnar  Myrdal’s  main  thesis  in  his  recent  book,  An  International 
Economy,  Problems  and  Prospects  (New  York:  Harper,  1956). 
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evidence  appears  to  support  the  thesis  that  not  only  the  paying,  but 
also  the  receiving  countries  would  derive  substantial  benefits  from  a 
return  to  exchange  rates  that  are  compatible  with  a  freer  flow  of 
international  trade. 
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THE  BUSINESS  CYCLE  IN  THE  POST-WAR 
WORLD:  A  REVIEW* 


By  James  Tobin 

The  International  Economic  Association  assembled  in  Oxford 
in  September  1952  a  group  of  distinguished  students  of  economic 
fluctuations  from  all  over  the  world.  The  papers  of  the  conference 
were  of  two  types:  highly  informative  analytical  narratives  of  post¬ 
war  economic  developments  in  eight  countries  and  contributions  to 
the  theory  of  short-run  economic  fluctuations.  The  country  papers 
make  up  Part  I  of  the  volume,  the  theoretical  papers  Part  II ;  these 
are  followed  by  A.  D.  Knox’s  very  readable  summary  of  the  give- 
and-take  in  discussion  among  the  authors  and  other  conference  par¬ 
ticipants.  D.  H.  Robertson  begins  the  volume  with  an  Introductory 
Note,-  which  is  such  a  penetrating  and  balanced  review  of  the  book, 
written  in  the  always  incomparable  Robertsonian  style,  that  any 
subsequent  reviewer  is  bound  to  feel  redundant  and  heavy-handed. 
(Sir  Dennis  has  also,  by  the  way,  contributed  a  poem,  “The  Non- 
Econometrician’s  Lament,”  which  by  itself  is  worth  the  price  of 
the  book.) 

The  ill-chosen  title  of  the  conference  sent  the  participants  off 
on  a  search  for  “the  business  cycle”  in  economic  developments  since 
1945.  Wherever  the  hunters  looked  —  United  States,  United  King¬ 
dom,  Sweden,  Denmark,  France,  Germany,  Italy,  or  Japan  —  their 
quarry  was  somewhere  else.  A  tacit  premise  of  this  international 
quest  seemed  to  be  that  The  Trade  Cycle  did  exist  before  the  war. 
If  by  “The”  some  uniqueness  in  the  cause  and  mechanism  of  eco¬ 
nomic  fluctuation  is  implied  and  if  “Cycle”  means  any  regularity 
in  the  duration  and  amplitude  of  business  ups  and  downs,  the  pre¬ 
mise  may  be  doubted.  But  even  if  it  is  granted,  it  is  hardly  surpris¬ 
ing  that  the  cycle  should  prove  elusive  in  the  immediate  postwar 
years,  dominated  as  they  were  by  the  effects  of  the  war  and  of  its 
differential  impacts  on  national  economies.  No  doubt  “the  cycle” 
has  lost  most  of  its  dictionary  meaning  for  many  economists,  who 
use  the  term  simply  as  a  synonym  for  all  those  economic  fluctuations 
that  cannot  be  traced  either  to  the  annual  rotation  of  the  earth 

*  Proceedings  of  a  Conference  held  by  the  International  Economic  Associa¬ 
tion.  Edited  by  Erik  Lundberg,  assisted  by  A.  D.  Knox  (London:  Macmillan, 
1955). 
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around  the  sun  or  to  gradual  decade-to-decade  changes  in  popula¬ 
tion  and  other  basic  resources.  Even  on  this  dilute  interpretation, 
it  was  scarcely  to  be  expected  that  fluctuations  in  1945-52  would 
belong  to  the  same  family  as  those  before  either  world  war.  For  one 
thing,  virtually  all  the  movement  was  upwards;  the  studious  atten¬ 
tion  lavished  on  the  short-lived  shallow  dip  in  1948-49  is  mainly 
indicative  of  its  scarcity  value. 

Nevertheless,  postwar  economic  experience,  as  reviewed  at  the 
conference,  does  contain  important  general  lessons  for  the  theory  of 
business  fluctuations,  lessons  that  have  significance  beyond  the  spe¬ 
cial  circumstances  of  those  years.  Underlying  all  national  economic 
developments  immediately  following  the  war  were  the  adjustments 
required  to  restore  some  kind  of  normal  balance  between  the  two 
main  vehicles  for  private  holding  of  wealth,  liquid  claims  against 
governments  and  financial  institutions,  on  the  one  hand,  and  physi¬ 
cal  capital,  either  consumers’  or  producers’  goods,  on  the  other.  The 
legacy  of  the  war  and  of  the  preceding  depression  was,  almost  every¬ 
where,  a  shortage  of  stocks  of  goods  relative  to  the  population  of 
consumers  and  workers,  accompanied  in  many  countries  by  a  back¬ 
log  of  technological  innovations  yet  to  be  applied  in  civilian  produc¬ 
tion.  The  marginal  productivity  of  producers’  capital,  and  the 
marginal  utility  of  the  services  of  durable  consumers’  goods  were 
high.  At  the  same  time,  the  financing  of  the  war  had  left  large 
accumulations  of  low-yielding  liquid  claims  in  the  hands  of  savers. 
The  lowness  of  the  nominal  yield  on  these  claims  was  compounded, 
in  many  countries,  by  widespread  anticipation  of  decline  in  their 
purchasing  power. 

The  immense  disproportions  between  liquid  claims  and  physi¬ 
cal  goods  in  the  “portfolios”  of  owners  of  wealth,  from  the  most 
humble  peasant  to  the  largest  corporation,  set  the  stage  for  the 
dramatic  struggles  of  wealth  owners  to  increase  their  holdings  of 
physical  capital  and  to  reduce  their  relative  holdings  of  monetary 
and  quasi-monetary  assets.  These  struggles  set  in  motion  a  number 
of  adjustment  mechanisms:  (a)  Over  time,  the  production  of  new 
durable  goods  adds  to  their  supply  and  —  unless  human  population 
and  capital-using  technological  advances  accumulate  even  faster  — 
reduces  their  yield,  (b)  The  nominal  yields  on  liquid  claims  rise, 
increasing  their  attractiveness  as  stores  of  wealth.  During  the  period 
surveyed,  however,  significant  increases  in  interest  rates  were  avoided 
by  deliberate  policy  in  the  United  States,  United  Kingdom,  and 
Sweden,  (c)  Inflation  lowers  the  real  value  of  liquid  claims,  dimin¬ 
ishing  the  total  value  of  a  given  nominal  supply  relative  to  the  stock 
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of  capital.  If  half-hearted  and  transient  gestures  at  price  and  wage 
controls  are  ignored,  this  classic  mechanism  was  permitted  to  operate 
in  all  the  economies  studied  except  the  United  Kingdom,  Sweden, 
and  Denmark,  (d)  The  supply  of  liquid  claims  is  drastically  reduced 
by  partial  confiscation  of  private  holdings.  A  radical  “currency 
reform”  was  possible  only  in  occupied  Germany  and  Japan,  (e) 
Government  budget  surpluses  diminish  the  net  supply  of  liquid 
claims  in  the  hands  of  the  public.  In  occupied  Japan,  this  policy 
was  imposed  on  the  government  by  the  omnipotent  Joseph  Dodge, 
(f)  Balance-of-payments  deficits,  due  to  the  appetite  for  imported 
goods,  reduce  the  supply  of  liquid  claims,  both  international  reserves 
and  the  corresponding  domestic  monetary  assets. 

As  William  Fellner  notes  in  his  illuminating  and  judicious  report 
on  the  United  States,  there  are  a  number  of  alternative  measures  of 
the  relative  liquidity  of  an  economy.  All  of  these  would  show  exces¬ 
sive  liquidity  at  the  end  of  the  war,  and  a  reduction  in  liquidity 
thereafter.  Consequently  the  theoretical  question  of  the  appropriate 
measure  can  be  dodged  for  the  period  under  study,  and  Fellner 
dodges  it.  To  illustrate  the  course  of  relative  liquidity  in  the  United 
States,  Fellner  uses  a  common  variant  of  the  Cambridge  K,  the 
ratio  of  the  money  supply  (currency  plus  demand  and  time  deposits 
in  commercial  banks  less  U.  S.  government  holdings)  to  private 
gross  product  (Gross  National  Product  less  U.  S.  government  pur¬ 
chases  of  goods  and  services.) 

A  similar  emphasis  on  liquidity,  similarly  measured,  is  offered 
by  Sir  Dennis  Robertson’s  observation,  “It  is  surprising  for  how 
many  countries,  . .  .the  tale  of  the  post-war  expansion  can  be  told 
in  terms  of  a  prolonged  and  ultimately  fairly  successful  struggle  on 
the  part  of  K  to  return  to  something  like  a  pre-war  level.”1 

In  less  dramatic  times,  alternative  measures  of  relative  liquidity 
may  not  always  move  in  the  same  degree  or  even  in  the  same  direc¬ 
tion.  If  correct  lessons  for  more  normal  times  are  to  be  drawn  regard¬ 
ing  the  importance  of  relative  liquidity,  the  theoretical  issue  of  the 
relation  of  liquidity  to  economic  activity  must  be  squarely  faced. 
This  review  is  not  the  place  for  the  development  of  such  a  theory, 
but  several  related  points  can  be  made : 

(1)  The  conventional  definition  of  the  money  supply  is  not  an 
adequate  concept  of  the  supply  of  liquid  claims.  There  is  a  whole 
spectrum  of  assets  that  are  more  or  less  close  substitutes  for  com- 

1.  A  recent  and  detailed  interpretation  of  postwar  European  monetary 
experience  in  these  terms  is  given  by  Robert  Triffin,  Europe  and  the  Money 
Muddle  (New  Haven,  Yale  University  Press,  1957). 
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mercial  bank  deposits  and  currency  as  vehicles  for  holding  wealth. 
Government  bonds  and  savings  accounts  are  conspicuous  examples. 
Excess  liquidity,  as  a  factor  in  the  demand  for  goods,  is  not  to  be 
measured  merely  by  the  supply  of  deposits  and  currency.  The 
whole  internal  government  debt,  whether  monetized  or  not,  must 
be  considered.  In  addition,  both  banks  and  other  financial  institu¬ 
tions  whose  obligations  are  liquid  claims  closely  substitutable  for 
money  add  to  the  relative  liquidity  of  the  economy  when  they  lend 
to  individuals  or  firms  to  enable  the  borrowers  to  increase  their  hold¬ 
ings  of  houses,  inventories,  or  other  forms  of  capital. 

(2)  The  supplies  of  liquid  claims  of  various  kinds  must  be 
compared  not  only  with  some  measure  of  national  income  but  with 
the  size  of  the  capital  stock.  A  normal  value  of  Marshallian  K  is 
not  as  strategic  as  a  normal  balance  between  the  two  main  forms 
in  which  the  community  can  hold  wealth,  liquid  claims  against  the 
government  and  equity  in  real  capital. 

(3)  Monetization  of  government  debt  has  much  less  economic 
significance  than  monetization  of  capital.  When  banks  buy  govern¬ 
ment  bonds  and  create  deposits,  they  merely  change  in  a  slight 
degree  the  form  of  the  liquid  claims  held  by  the  public.  When  banks 
and  other  financial  institutions  need  credit  in  order  to  lend  to  entre¬ 
preneurs  who  invest  in  inventories,  the  community’s  demand  for 
capital  is  increased  and  at  the  same  time  the  appetite  of  more  cau¬ 
tious  members  of  the  community  for  liquid  assets  is  satisfied  by  the 
corresponding  deposits.  Since  1952  in  the  United  States  there  has 
been  a  further  decline  in  the  Marshallian  K;  the  stock  of  money, 
conventionally  measured,  has  remained  constant  and  national  prod¬ 
uct  has  grown.  But  it  would  be  a  mistake  to  regard  the  activities 
of  the  banking  system  and  of  other  financial  institutions  during  this 
period  as  neutral  or  deflationary.  Lending  to  business  firms  and 
home-owners  expanded  at  the  expense  of  lending  to  the  government. 
Monetization  of  capital  increased,  while  some  of  the  national  debt 
was  “demonetized”  and  had  to  be  placed  directly  rather  than  indi¬ 
rectly  with  corporations,  institutions,  and  individuals  desiring  to 
hold  liquid  claims. 

Relative  liquidity  considerations  play  a  strategic  role  in  most 
of  the  country  narratives,  but  the  papers  are  all  more  or  less  handi¬ 
capped  by  the  lack  of  appropriate  analytical  tools  and  concepts.  In 
this  respect  the  book  is  another  reminder  of  the  customary  lag  of 
economic  analysis  behind  events.  The  tools  built  for  the  thirties 
are  as  inadequate  for  the  forties  and  fifties  as  the  tools  of  the  teens 
and  twenties  were  for  the  Great  Depression.  One  way  to  charac- 


288 


QUARTERLY  JOURNAL  OF  ECONOMICS 


terize  the  difference  between  the  eras  before  and  after  World  War  II 
is  to  say  that  interdependences  between  stocks  and  flows,  which 
during  the  depression  were  almost  wholly  dominated  by  relations 
between  flows  and  flows,  came  to  be  of  central  importance  after  the 
war.  Many  economists  have  appreciated  the  nature  of  the  change 
but,  lacking  more  modern  tools,  have  had  to  fall  back  on  the  over- 
simple  concepts  of  pre-Keynesian  monetary  theory.  Examples  in 
the  present  book  include  not  only  Fellner  and  Robertson  but  also 
Preiser  and  Krelle,  who  present  an  econometric  model2  of  economic 
developments  in  West  Germany.  In  their  model  total  expenditure 
is  obtained  by  multiplying  the  supply  of  money  by  an  income-velocity 
which  is  assumed  to  be  influenced  only  by  seasonal  factors,  price 
expectations,  and  accidental  shocks. 

Other  analysts  have  attempted  to  interpret  postwar  develop¬ 
ments  in  terms  of  the  calculus  of  interrelations  among  flows,  exem¬ 
plified  by  “inflationary  gap”  analysis.  The  inadequacies  of  these 
interpretations  are  most  apparent  in  the  accounts  of  economic 
events  and  government  policy  in  the  United  Kingdom,  Sweden,  and 
Denmark.  The  authors  —  E.  A.  G.  Robinson,  Erik  Lundberg,  and 
Jorgen  J.  Pedersen  respectively  —  were  uneasy  over  the  analyses  of 
demand  for  and  supply  of  National  Product  on  which  economic 
planning  and  policy  in  their  countries  were  based.  But  their  own 
interpretations  use  the  same  framework  and  suffer  likewise  from  the 
incidental  position  assigned  in  the  analysis  to  stocks  —  as  opposed 
to  flows  —  of  liquid  claims  and  capital  goods.  In  the  case  of  Japan, 
the  “Dodge-line”  policiesof  the  government  cannot  be  charged  with 
neglecting  the  monetary  determinants  of  demand,  but  Shigeto  Tsuru’s 
narrative  is  handicapped  by  an  excessive  preoccupation  with  the 
flows  of  national  income  components.  For  example,  Tsuru  empha¬ 
sizes  the  disinflationary  consequences  of  budget  surpluses  on  the 
contemporaneous  income  flows  but  neglects  the  lasting  disinflation¬ 
ary  effects  of  the  reductions  in  supplies  of  liquid  claims  accomplished 
by  these  surpluses. 

The  story  of  France  is  told  by  Andre  Piatier  in  terms  that 
emphasize  quite  clearly  the  importance  of  the  initial  imbalance 

2.  The  parameters  of  this  model  were  not  estimated  by  techniques  that 
permit  any  tests  based  on  criteria  of  goodness-of-fit.  They  were  rather  esti¬ 
mated  by  a  trial-and-error  process  designed  to  obtain  for  the  fourteen  quarterly 
periods  of  observation  residuals  that  corresponded  in  sign  and  order  of  magni¬ 
tude  with  a  priori  judgments  about  the  nature  of  external  disturbances.  Since 
the  exact  size  of  these  external  influences  can  also  be  regarded  as  parameters  to 
be  estimated,  it  is  clear  that  the  authors  had  very  few,  if  any,  degrees  of  freedom 
on  which  to  base  confidence  in  their  model. 
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between  supplies  of  liquid  claims  and  the  stock  of  goods  and  the 
mechanisms  by  which  this  imbalance  was  corrected.  The  Italian 
economy’s  course  during  1945-52  is  described  in  interesting  fashion 
by  Pasquale  Sarraceno.  Italy  is  an  exception  to  the  inflationary  full 
employment  conditions  that  characterized  the  other  countries.  Here 
the  years  after  1947  exhibited  a  surprising  combination  of  events: 
structural  unemployment,  an  extremely  high  marginal  productivity 
of  capital,  an  increasing  supply  of  money,  and  price  stability.  No 
adequate  explanation  of  Italian  experience  emerges  from  Sarraceno’s 
account;  a  comparative  analysis  of  France  and  Italy  would  be  highly 
instructive. 

If  the  country  papers  of  Part  I  show  that  the  analytical  tools 
of  economic  theory  lag  behind  economic  events,  the  theoretical  con¬ 
tributions  of  Part  II  exhibit  the  lag  even  more  clearly.  Liquidity 
factors,  which  occupied  the  center  of  the  stage  in  the  postwar  dramas 
of  most  national  economies,  are  relegated  to  minor  roles  in  the  models 
of  the  theorists. 

A  happy  exception  is  provided  by  the  stimulating  paper  of 
J.  J.  Polak,  which  attempts  to  support  the  thesis  that  there  is  a 
cycle  inherent  in  the  mechanisms  of  countries’  responses  to  changes 
in  external  demands  and  supplies.  Polak  argues  that  there  is  more 
to  international  propagation  of  cycles  than  simple  duplication,  with 
magnification,  of  the  cyclical  movements  of  major  countries,  such 
as  postwar  United  States.  Very  commendably,  Polak  attempts  to 
subject  this  thesis  to  statistical  tests,  but  the  results  can  be  no  more 
than  suggestive  because  too  few  years  and  countries  are  available 
for  testing.  But  whether  or  not  Polak  has  detected  an  international 
response-mechanism  cycle,  the  striking  thing  about  his  paper  is  that 
he  has  two  explicit  models,  one  for  the  prewar  mechanism,  the  other 
for  the  postwar  mechanism.  The  difference  between  the  models  is, 
on  an  international  scale  where  nations  and  governments  are  the 
units  of  behavior,  essentially  the  same  difference  that  distinguishes 
prewar  and  postwar  internal  economic  environments.  His  prewar 
model  runs  in  terms  of  relations  among  flows:  for  each  country, 
exports  determine  income  by  a  multiplier  process  and  income  deter¬ 
mines  imports.  The  model  is  appropriate  to  a  world  in  which  a 
nation’s  deficit  on  international  accounts  is  not  limited  by  its  supply 
of  liquid  international  reserves.  In  Polak’s  postwar  model,  the 
primary  determinant  of  imports  is  not  the  country’s  income  but 
its  reserve  position,  the  cumulative  result  of  its  balance-of-payments 

deficits  or  surpluses.  .  . 

Nicholas  Kaldor  discusses  the  international  propagation  of  busi- 
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ness  fluctuations  largely  in  terms  of  a  more  elaborate  version  of 
Polak’s  prewar  model.  His  purpose  is  more  normative  than  analyt¬ 
ical.  He  is  concerned  with  measures  by  which  countries  may  pro¬ 
tect  themselves  from  fluctuations  emanating  from  other  economies. 
For  this  purpose  he  is  led  to  distinguish  between  countries  (i.e.,  the 
United  States)  with  ample  reserves  and  those  with  limited  reserves. 
If  the  United  States  will  not,  by  its  own  good  behavior,  stabilize  its 
supply  of  dollars  to  the  rest  of  the  world,  Kaldor  must  recommend 
that  countries  short  of  reserves  behave  in  the  manner  assumed  by 
Polak’s  postwar  model.  Since,  according  to  Polak,  that  response 
mechanism  also  produces  a  cycle,  it  is  not  clear  that  Kaldor’s  pre¬ 
scription  really  accomplishes  his  objective. 

Richard  Goodwin  presents  an  elegant  and  ingenious  model  of 
the  relationship  between  cycles  and  economic  growth.  Goodwin’s 
models  always  command  admiration  for  the  clarity  and  simplicity 
with  which  they  capture  the  significant  implications  of  fundamental 
features  of  the  capitalist  process,  in  particular  the  role  of  innova¬ 
tions  and  the  dependence  of  investment  on  the  existing  capital  stock. 
Goodwin’s  models  are  stripped,  but  of  nonessentials  rather  than 
essentials.  His  work  draws  inspiration  jointly  from  Schumpeter  and 
,  Keynes,  whose  visions  he  endeavors  to  formalize  and  to  blend.  His 
“flexible  accelerator”  is  a  substantial  improvement  over  the  mechan¬ 
ical  capital-output  ratio  that  characterizes  the  popular  models  cf 
Harrod  and  Domar,  and  it  is  no  credit  to  the  profession  that  Good¬ 
win’s  work  has  received  little  attention  in  comparison  with  the  over¬ 
worked  rigid  accelerator.  In  the  present  volume  his  previous  model 
of  the  flexible  accelerator  is  combined  with  a  ratchet-effect  secular 
consumption  function  and  a  constant  flow  of  potential  innovations. 

Goodwin’s  ingenuity  makes  it  possible  to  go  a  long  way  in 
describing  the  twin  processes  of  growth  and  cycles  in  terms  of  aggre¬ 
gate  capital  requirements  alone.  But  not  far  enough.  Prices,  profit 
rates,  interest  rates,  liquidity  supplies,  and  bank  credit  are  conspicu¬ 
ously  absent  from  Goodwin’s  theory,  as  they  are  from  simpler  ver¬ 
sions  of  the  dynamics  of  capital  accumulation.  The  absence  of 
monetary  and  price  phenomena  is  especially  conspicuous  in  a  volume 
where  these  variables  play  such  strategic  roles  in  all  the  country 
narratives.  An  accelerator  model,  whether  flexible  or  rigid,  cannot 
explain  inflation  and  deflation,  nor  can  it  allow  the  lengths  of  booms 
and  depressions  to  depend  on  fiscal  and  monetary  events  and  policies. 
Goodwin’s  model  illuminates  half  of  an  important  truth:  whether 
the  economy  is  booming  or  depressed  depends  on  whether  capital  is 
short  or  redundant.  It  misses  the  equally  important  other  half  of 
this  truth:  the  adequacy  or  redundancy  of  the  stock  of  capital  at  a 
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given  income  level  is  not  a  knife-edge  question,  but  depends  on  the 
relative  supplies  and  yields  of  capital  and  alternative  means  of  hold¬ 
ing  wealth. 

R.  A.  Gordon’s  informed  and  imaginative  discussion  of  invest¬ 
ment  opportunities  in  the  United  States  suffers  from  the  same  neg¬ 
lect  of  competing  vehicles  for  holding  wealth.  For  Gordon,  as  for 
Goodwin,  the  stock  of  investment  opportunities  can  be  gauged  wholly 
from  technological  considerations  determining  the  adequacy  of  the 
size  and  composition  of  the  existing  capital  stock  to  the  size  and 
composition  of  national  product.  Gordon’s  emphasis  on  the  compo¬ 
sition,  as  well  as  the  size,  of  national  capital  and  product  is  highly 
fruitful.  Aggregation  conceals  the  fact  that  capital  is  accumulated 
in  specific  forms;  railroad  track  is  useless  in  the  aircraft  industry. 
Gordon’s  projections  have  stood  very  well  the  test  of  time;  the  reces¬ 
sion  of  1956-58  confirms  his  1952  estimate  that  (assuming  the  military 
program  tapers  off)  it  would  not  be  easy  for  the  economy  to  generate 
a  full-employment  level  of  investment  in  the  late  1950’s. 

The  remaining  theoretical  paper,  by  Lawrence  R.  Klein,  is 
principally  an  exposition  of  the  methodology  of  formulating  and 
statistically  estimating  systems  of  equations  representing  the  short- 
run  determinants  of  over-all  economic  activity.  Much  of  the  expo¬ 
sition  is  familiar  ground  to  anyone  who  has  followed  Klein’s  pioneer¬ 
ing  work  in  the  past.  His  present  paper  shows  a  healthy  concern 
for  augmenting  the  too  limited  evidence  of  aggregate  time  series  with 
cross-section  statistics,  and  contains  useful  suggestions  for  integrat¬ 
ing  the  results  of  surveys  of  investment  and  consumption  intentions 
into  econometric  forecasting  models.  The  model  Klein  presents  as 
illustrative  of  a  model  to  be  statistically  estimated  is  a  somewhat 
disaggregated  neo-Keynesian  system  of  nineteen  equations,  in  which 
liquidity  supplies  are  rightly  permitted  to  play  a  significant  role.  In 
comparison  with  earlier  econometric  cycle  models  proposed  by  Klein, 
this  one  has  a  much  greater  degree  of  year-to-year  persistence  built 
into  it.  The  values  of  variables  in  the  current  year  are  made  to 
depend  on,  among  other  things,  their  previous  year  values.  Built-in 
persistence  has  the  advantage  of  avoiding  the  gross  errors  that  can 
result  from  attempting,  so  to  speak,  to  reconstruct  the  economy 
from  scratch  every  year.  But  it  makes  the  detection  of  turning- 
points  more  difficult;  in  the  extreme  case,  the  naive  prediction  that 
tomorrow  will  be  like  today  would  generally  be  correct  but  would 
be  a  useless  forecast.  Whether  Klein  has  now  struck  the  right  com¬ 
promise  remains  to  be  seen. 

James  Tobin. 

Cowles  Foundation  for  Research  in  Economics 
Yale  University 


INVESTMENTS  IN  UNITED  STATES  GOVERNMENT 
SECURITIES  BY  NONFINANCIAL  CORPORATIONS, 
1952-56:  COMMENT 

By  Colin  D.  Campbell 

In  “Central  Banking  and  Money  Market  Changes,”1  Hyman 
Minsky  finds  that  financial  institutions  and  money  market  usages 
change  so  as  to  counteract  a  tight  money  policy.  As  one  example,  he 
states  that  high  interest  rates  have  influenced  nonfinancial  corpora¬ 
tions  to  hold  more  and  more  of  their  cash  in  short-term  U.  S.  govern¬ 
ment  securities  and  have  thus  freed  bank  resources  to  finance  other 
activities.  Although  a  shift  in  the  ownership  of  short-term  federal 
securities  from  commercial  banks  to  nonfinancial  corporations  could 
counteract  a  tight  money  policy,  such  a  shift  has  probably  not 
occurred.  Minsky’s  interpretation  of  the  statistical  data  on  the 
ownership  of  federal  debt  from  December  1952  to  June  1956  is 
very  questionable. 

To  show  that  there  has  been  a  shift  of  short-term  federal  debt 
from  commercial  banks  to  nonfinancial  corporations,  Minsky  pre¬ 
sents  data  from  the  Treasury  Survey  of  Ownership  showing  (1)  that 
commercial  bank  holdings  of  marketable  issues  maturing  within  one 
year  declined  sharply  from  December  1952  to  June  1956  and  (2)  that 
during  this  period  such  investments  by  “other  investors”  including 
nonfinancial  corporations  expanded  $5.7  billion.  The  series  on  “other 
investors”  is  an  inappropriate  measure  of  the  changes  in  the  hold¬ 
ings  of  federal  securities  by  nonfinancial  corporations  because  there 
are  other  important  groups  in  this  category  —  state  and  local  gov¬ 
ernments,  individuals  (including  partnerships  and  personal  trust 
accounts),  “miscellaneous  investors”  (including  savings  and  loan 
associations,  dealers  and  brokers,  foreign  accounts,  corporate  pension 
trust  funds,  and  nonprofit  institutions),  and  those  banks  and  insur¬ 
ance  companies  not  reporting  in  the  Treasury  survey.  In  addition, 
Minsky’s  estimate  of  changes  in  the  amount  of  short-term  federal 
securities  owned  by  nonfinancial  corporations  omits  Treasury  savings 
notes,  a  nonmarketable  issue.2  From  1941  to  April  1956  these  notes 
were  widely  used  by  corporations  as  liquid  assets,  but  in  1953  the 

1.  This  Journal,  LXXI  (May  1957). 

2.  Treasury  savings  notes  could  be  used  without  notice  for  payment  of 
taxes  two  months  after  issue  date  at  purchase  price  plus  accrued  interest,  and 
they  were  redeemable  for  cash  four  months  after  issue. 
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Treasury  suspended  sales  of  Treasury  savings  notes,  and  none  was 
outstanding  in  June  1956.  The  Treasury  survey  shows  that  in 
December  1952  “other  investors”  held  $5.7  billion  of  these  notes.3 
If  Treasury  savings  notes  and  marketable  U.  S.  government  securities 
maturing  within  one  year  are  added  together,  the  total  amount  of 
these  securities  owned  by  “other  investors”  was  approximately  the 
same  in  June  1956  as  in  December  1952.  In  spite  of  this,  during  this 
period  the  amount  of  these  types  of  securities  owned  by  commercial 
banks  declined  $9.6  billion.  This  was  primarily  the  result  of  a 
decrease  of  $4.1  billion  in  the  amount  of  these  securities  issued  by  the 
Treasury  and  the  addition  of  $5.5  billion  of  such  securities  to  the 
portfolios  of  the  Federal  Reserve  Banks.  Although  point-of-time 
comparisons  are  tricky  and  shifts  of  only  a  few  months  give  different 
results,  the  above  analysis  shows  some  of  the  factors  that  are  involved. 

Minsky  could  have  obtained  a  better  measure  of  changes  in  the 
amount  of  short-term  federal  securities  owned  by  nonfinancial  cor¬ 
porations  from  Treasury  estimates  of  their  total  holdings.4  This  is 
because  the  bulk  of  their  holdings  consists  of  short-term  issues. 
Persons  closely  associated  with  the  government  securities  market 
generally  believe  that  nonfinancial  corporations  invest  primarily  in 
short-term  securities.5  Also,  a  study  of  the  composition  of  the 
investments  of  the  100  largest  nonfinancial  corporations  in  1951 
shows  that  the  bulk  of  their  holdings  consisted  of  short-term  issues.® 
Table  I  shows  that  the  total  amount  of  federal  securities  owned  by 
nonfinancial  corporations  declined  $2.5  billion  from  December  1952 


to  June  1956. 

Contrary  to  what  Minsky  says,  the  amount  of  U.  S.  government 
securities  owned  by  nonfinancial  corporations  does  not  appear  to  be 
closely  related  to  changes  in  interest  rates.  The  following  charts 
show  that  from  1951  to  1956  there  appears  to  have  been  a  slightly 
downward  long-run  trend  in  holdings  of  federal  securities  by  non¬ 
financial  corporations  and  an  upward  long-run  trend  in  short-term 


3.  Treasury  Bulletin,  Mar.  1953,  P-  38.  .  .  » 

4.  The  Treasury  publishes  monthly  estimates  of  the  total  amount  ot  the 
national  debt  owned  by  nonfinancial  corporations,  state  and  local  governments 
individuals  and  “miscellaneous  investors.”  No  regular  data  on  the  lands  of 
federal  securities  owned  by  these  groups  are  available.  The  estimates  of  the  total 
amount  of  federal  securities  owned  by  nonfinancial  corporations  are  based  on 
Quarterly  data  compiled  by  the  Securities  and  Exchange  Commission  and  pub¬ 
lished  in  its  report  on  Current  Assets  and  Liabilities  of  Corporations.  See  Federal 

s»  anTs.  S.  Shipman,  The  Mo ney  Marks,  and 

Its  ^hortiTermln  vratmen  t  Practices  of  Largo  Non-Fmancial 

Corporations,”  Table  2,  MBA  Thesis,  University  of  Pittsburgh,  1953. 
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Source:  Treasury  Bulletin,  August  1957,  p.  40. 

.  U.  S.  government  securities  held  outside  Federal  Reserve  Banks  and  U.  S.  investment  accounts. 

:.  Includes  mutual  savings,  banks  and  insurance  companies. 

!.  Includes  savings  and  loan  associations,  dealers  and  brokers,  foreign  accounts,  corporate  pension  trust  funds,  and  nonprofit  institutions. 
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U.  S.  Government  Securities  Owned  by  Nonfinancial  Corporations, 
June  and  December,  1945-1956 


Source:  Treasury  Bulletin 


Yields  on  U.  S.  Treasury  Bills 


interest  rates.  Also,  in  several  years  changes  in  such  holdings  were 
in  the  opposite  direction  from  changes  in  short-term  interest  rates. 
From  December  1946  to  December  1948  the  amount  of  federal  secu¬ 
rities  owned  by  nonfinancial  corporations  fell  even  though  the  bill 
rate  rose  sharply.  In  1949  their  holdings  increased  substantially  even 
though  the  bill  rate  fell  slightly.  In  1952  their  holdings  dropped  even 
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though  the  bill  rate  rose.  During  some  years  regular  fluctuations 
have  resulted  from  the  accumulation  of  federal  securities  prior  to 
corporation  income  tax  payment  dates.  In  these  years  the  amount 
of  these  investments  fell  during  the  first  half  of  the  year  and  rose  in 
the  second  half  of  the  year.  Investments  by  nonfinancial  corpora¬ 
tions  in  federal  securities  are  not  sensitive  to  changes  in  interest  rates, 
probably  because  the  principal  purpose  of  such  investments  is  to 
provide  liquidity. 

From  December  1952  to  June  1956  commercial  banks,  mutual 
savings  banks,  and  insurance  companies  obtained  over  $10  billion  in 
loanable  funds  through  the  decline  in  their  holdings  of  U.  S.  govern¬ 
ment  securities,  even  though  commercial  bank  holdings  rose  sharply 
in  1954.  These  securities  were  absorbed  by  state  and  local  govern¬ 
ments,  individuals,  and  “miscellaneous  investors”  rather  than  by 
nonfinancial  corporations.  Table  I  shows  that  investments  in  U.  S. 
government  securities  by  state  and  local  governments  expanded  $4.6 
billion  during  this  period.  Although  the  principal  reason  for  this 
expansion  is  the  growth  in  their  retirement  systems,  which  invest 
primarily  in  long-term  issues,  state  highway  and  construction  funds 
have  purchased  large  amounts  of  federal  securities  in  recent  years. 
Since  these  funds  are  usually  the  proceeds  of  state  bonds  sold  for 
construction  purposes,  they  can  be  invested  only  in  short-term 
issues.7 

Table  I  also  shows  that  the  amount  of  federal  securities  owned  by 
“miscellaneous  investors”  expanded  $4.5  billion.  Foreign  accounts 
probably  acquired  more  federal  securities  during  this  period  than 
any  of  the  other  groups  in  this  category.  From  December  1952  to 
June  1956  investments  of  foreign  banks  and  official  institutions  in 
bills  and  certificates  increased  $2.4  billion.8  During  these  years 
foreign  countries  and  international  institutions  have  held  approxi¬ 
mately  half  of  their  dollar  balances  in  U.  S.  government  securities, 
and  favorable  balances  of  trade  have  caused  their  total  dollar  bal¬ 
ances  to  increase  more  than  one-third.9  Also,  during  this  period  the 
amount  of  U.  S.  government  securities  owned  by  savings  and  loan 
associations  increased  $.9  billion,  and  those  owned  by  corporate 
pension  trust  funds  by  $.5  billion.1  Both  of  these  groups  invest 
primarily  in  intermediate  and  long-term  issues. 

7.  C.  D.  Campbell,  “Investments  in  United  States  Government  Securities 
by  State  and  Local  Governments,”  National  Tax  Journal,  X  (Mar.  1957),  85. 

8.  Treasury  Bulletin,  Mar.  1953,  p.  69;  ibid.,  Aug.  1956,  p.  67. 

9.  “International  Gold  and  Dollar  Flows,”  Federal  Reserve  Bulletin,  XLIII 
(Mar.  1957),  249. 

1.  For  data  on  the  assets  of  savings  and  loan  associations,  see  Federal 
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The  amount  of  U.  S.  government  securities  other  than  savings 
bonds  owned  by  individuals  rose  SI. 2  billion  during  this  period. 
This  estimate  is  a  residual  figure  after  estimates  have  been  made 
for  other  ownership  groups,  and  little  is  known  about  the  com¬ 
position  of  these  investments. 

Recent  changes  in  debt  ownership  are  not  as  alarming  as  Minsky 
expected  primarily  because  a  large  part  of  the  funds  used  for  expand¬ 
ing  the  loans  of  banks  and  other  financial  institutions  has  been 
obtained  through  a  shift  of  intermediate  and  long-term  issues  —  either 
through  direct  sale  or  Treasury  refinancing  operations  —  to  state 
pension  funds,  corporate  pension  funds,  and  savings  and  loan  asso¬ 
ciations.  As  Minsky  suggests,  if  nonfinancial  corporations  substi¬ 
tuted  short-term  securities  for  bank  deposits,  and  financial  institutions 
selling  short-term  securities  expanded  their  loans,  the  effect  on  the 
supply  of  loanable  funds  or  on  total  spending  would  be  expansionary. 
This  is  because  the  change  in  the  composition  of  the  current  assets 
of  nonfinancial  corporations  would  probably  not  affect  their  spending. 
To  the  extent  that  financial  institutions  have  shifted  short-term 
federal  securities  to  foreign  banks  or  to  state  construction  funds,  the 
effect  on  the  supply  of  loanable  funds  could  be  just  as  expansionary 
as  shifting  such  securities  to  nonfinancial  corporations.  A  crucial  fac¬ 
tor  in  this  expansionary  process  is  usually  the  willingness  of  banks  to 
hold  smaller  amounts  of  secondary  reserve.  However,  because  bank 
portfolios  of  U.  S.  government  securities  become  more  liquid  as  out¬ 
standing  issues  approach  maturity,  banks  are  frequently  in  a  posi¬ 
tion  to  dispose  of  some  of  their  short-term  issues  without  reducing 
secondary  reserve. 

Colin  D.  Campbell. 

Dartmouth  College 

Reserve  Bulletin,  XLIII  (May  1957),  549,  and  for  estimates  of  investments  in 
federal  securities  by  corporate  pension  trust  funds,  see  Treasury  Bulletin,  Mar. 
1954,  p.  30;  ibid.,  Sept.  1956,  p.  35. 


REPLY 

By  Hyman  P.  Minsky 

In  my  article  “Central  Banking  and  Money  Market  Changes,” 
I  discussed  two  recent  institutional  changes:  the  growth  of  the  fed¬ 
eral  funds  market  and  the  development  of  a  new  financing  technique 
for  government  bond  houses,  the  sales  and  repurchase  agreements 
between  the  bond  houses  and  nonfinancial  corporations.  In  com- 
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menting  upon  the  second  change,  I  drew  attention  to  a  number  of 
alternative  forms  by  means  of  which  non  financial  corporations  can 
achieve  liquidity:  demand  deposits,  short  term  Treasury  debt,  sales 
and  repurchase  agreements  with  bond  houses  and  loans  to  other 
financial  intermediaries  such  as  consumer  credit  houses.  Observing 
that  short  term  debt  holdings  by  commercial  banks  markedly 
decreased  while  the  holdings  of  other  investors  (which  include  non- 
financial  corporations)  increased  in  the  period  December  31,  1952  to 
June  30,  1956,  I  imputed  these  observed  changes  to  the  rise  in 
interest  rates  over  this  period. 

In  his  note  Professor  Campbell  correctly  points  out  that  the  class 
"other  investors”  includes  important  groups,  such  as  state  and  local 
governments,  individuals,  etc.,  in  addition  to  nonfinancial  corpora¬ 
tions.  He  argues  that  it  would  have  been  better  to  use  the  available 
data  on  the  “Ownership  of  United  States  Government  Securities, 
1952-1956”  (his  Table  I),  even  though  “no  regular  data  on  the  kinds 
of  federal  securities  owned  are  available.”  Using  these  data,  which 
show  that  holdings  by  nonfinancial  corporations  of  U.  S.  government 
securities  have  gone  down  slightly  in  this  period,  he  reaches  two 
conclusions  of  interest: 

(1)  “Investments  by  nonfinancial  corporations  in  federal  secu¬ 
rities  are  not  sensitive  to  changes  in  interest  rates.  .  .  .” 

(2)  “Recent  changes  in  debt  ownership  are  not  as  alarming  as 
Minsky  expected  primarily  because  a  large  part  of  the  funds  used 
for  expanding  the  loans  of  banks  and  other  financial  institutions  has 
been  obtained  through  a  shift  of  intermediate  and  long  term  issues  .  .  . 
to  state  pension  funds,  corporate  pension  funds,  and  savings  and  loan 
associations.” 

Campbell  errs  in  interpreting  my  argument  with  regard  to  the 
holdings  of  short  term  government  debt  by  the  other  category  as 
implying  that  the  amount  of  U.  S.  government  securities  owned  by 
nonfinancial  corporations  is  closely  related  to  the  interest  rate.  What 
I  argued  was  that  the  form  in  which  liquidity  is  held  is  sensitive  to 
the  quality  of  the  available  assets  and  the  relative  interest  rates.  As 
long  as  the  interest  rate  on  demand  deposits  is  zero,  any  increase  in 
interest  rates  increases  the  attractiveness  of  alternative  acceptable 
assets,  and  hence  a  substitution  of  such  assets  for  demand  deposits 
will  take  place.1  However,  nonfinancial  corporations  also  hold  gov¬ 
ernment  securities  as  investments  (that  is,  these  assets  are  superfluous 
to  the  current  operations  of  the  firm),  and  a  tightening  money  market 
during  a  boom  would  make  firms  with  favorable  opportunities  draw 
upon  their  superfluous  assets  to  finance  expansion.  The  decrease  in 
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the  holdings  of  government  securities  by  nonfinancial  corporations 
(see  Campbell’s  chart)  immediately  after  World  War  II  can  be 
explained  in  this  manner.  The  observed  changes  in  the  total  holdings 
of  government  debt  by  nonfinancial  corporations,  to  which  Campbell 
refers,  is  consistent  with  a  running  down  of  investment  holdings  of 
longer  term  debt  at  the  same  time  as  short-term  government  debt  is 
substituted  for  demand  deposits. 

Campbell  is  correct  in  pointing  out  that  I  neglected  Treasury 
savings  notes.  However,  he  does  not  mention  that  since  1950  the 
acceleration  of  corporate  income  tax  payments  has  been  operating 
to  decrease  the  need  of  corporations  for  liquidity.  Whereas  in  1950 
corporate  income  tax  payments  lagged  by  one  year  behind  the  earn¬ 
ing  of  income,  the  acceleration  of  payments  will  reduce  this  lag  to 
six  months  by  1960.  On  June  30,  1952  corporations  which  kept  their 
books  on  a  calendar  year  basis  still  owed  30  per  cent  of  the  tax  on 
their  1951  income,  and  on  December  31,  1952  none  of  the  tax  on 
1952  income  had  been  paid.  On  June  30,  1956  such  corporations  had 
paid  all  of  the  tax  on  1955  incomes,  and  by  December  31,  1956  they 
had  paid  20  per  cent  of  the  tax  on  their  estimated  1956  income.2  My 
estimate  is  that  between  1952  and  1956  the  need  of  corporations  for 
liquidity  on  account  of  their  income  tax  liability  was  reduced  by 
20  to  25  per  cent;  that  is,  the  income  tax  liability  of  corporations  on 
December  31,  1956,  which  was  $16.6  billions,3  was  $4  to  $5  billions 
less  than  it  would  have  been  if  the  payment  schedule  had  not  been 
changed  since  1952. 

Treasury  savings  notes  were  a  liquid  asset  particularly  suited  for 
corporations  with  an  income  tax  liability.  Even  though  in  the  period 
1952-56  approximately  two-thirds  of  the  redemptions  were  for  cash 
(in  sharp  contrast  with  earlier  experience),  the  elimination  of  the 
Treasury  savings  notes  and  the  reduction  in  corporation  liabilities 
on  account  of  the  acceleration  of  tax  payments  roughly  offset  one 
another.  Hence  I  would  argue  that  the  existence  of  nonmarketable 
Treasury  savings  notes  in  1952  can  be  ignored  in  considering  the 
effects  of  interest  rate  changes  upon  the  form  in  which  nonfinancial 
corporations  achieve  liquidity. 

1.  Incidentally  Campbell  is  aware  of  this  in  so  far  as  state  and  local  gov¬ 
ernments  are  concerned:  see  C.  D.  Campbell,  “Investments  in  United  States 
Government  Securities  by  State  and  Local  Governments,”  National  Tax  Journal, 
X  (Mar.  1957),  86. 

2.  U.  S.  Treasury  Department:  Annual  Report  for  the  Fiscal  Year  Ending 

June  30,  1954,  PP-  285-86.  ,  t 

3.  U.  S.  Department  of  Commerce:  Statistical  Abstract  of  the  United  States, 

1957  No.  592,  “Current  Assets  and  Liabilities  of  United  States  Corporations, 
1945-1956,”  p.’  486. 
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Over  this  period  the  government  debt  holdings  of  commercial 
banks  decreased  by  6.3  billions,  with  an  essentially  unchanged  volume 
of  government  debt  outside  government  trust  funds  and  Federal 
Reserve  Banks.  As  a  result,  the  lending  ability  of  commercial  banks 
was  increased  by  operations  which  are  equivalent  to  the  banks  selling 
government  debt  to  other  holders.  Contrary  to  what  Campbell  con¬ 
cludes  in  his  final  paragraph,  the  monetary  effect  of  such  trans¬ 
actions  is  independent  both  of  the  particular  category  in  the  other 
investors  group  that  acquired  the  government  debt,  and  of  the  dating 
of  the  debt. 

If  current  savings  were  used  to  purchase  the  government  debt 
which  was  shifted  from  the  portfolios  of  commercial  banks,  then  the 
current  savings  would  appear  as  a  supply  of  funds  in  the  form  of  an 
increase  in  the  lending  ability  of  commercial  banks.  On  a  net  basis 
the  transactions  would  not  be  inflationary.  On  the  other  hand,  if 
such  sales  were  effected  by  using  previously  accumulated,  demand 
deposits,  the  resulting  increase  in  the  lending  ability  of  commercial 
banks  does  not  offset  some  current  savings.  Such  a  development  is 
inflationary.  The  effects  are  independent  of  the  dating  of  the  gov¬ 
ernment  debt  shifted,  and  the  tendency  to  identify  the  monetary 
•  effect  of  a  shift  in  government  debt  with  the  dating  of  the  securities 
is  erroneous.  For  example,  Campbell  notes  a  net  purchase  of  inter¬ 
mediate  and  long  term  issues  by  savings  and  loan  associations.  If 
the  increase  in  savings  and  loan  deposits  is  a  result  of  a  shift  from 
demand  deposits  to  interest-earning  time  deposits,  then  the  net 
acquisition  of  government  debt  by  savings  and  loan  associations  at 
the  same  time  as  commercial  bank  deposits  were  decreasing  is  infla¬ 
tionary.4  On  the  other  hand,  the  shift  of  government  debt  to  the 
various  pension  funds,  which  can  be  considered  as  savings  inter¬ 
mediaries,  is  not  inflationary. 

Hyman  P.  Minsky. 


Brown  University 

4.  In  the  United  States,  commercial  banks  have  both  demand  and  time 
(savings)  deposits.  An  increase  in  commercial  bank  time  deposits  can  also  be  the 
result  of  savings  (in  which  case  it  is  actually  deflationary  due  to  the  member 
bank  reserve  requirements  against  savings  deposits)  or  of  a  shift  in  liquidity 
(in  which  case  it  is  inflationary).  Conceptually  commercial  banks  can  be  depart¬ 
mentalized,  and  an  increase  in  their  holdings  of  long  and  intermediate  term 
government  debt  in  response  to  an  increase  in  savings  deposits  could  occur  at 
the  same  time  as  their  holdings  of  short  term  government  debt  decreased  in 
response  to  their  “unsatisfactory”  returns. 


TARIFFS  AND  THE  BALANCE  OF  PAYMENTS  :  COMMENT 


By  Harry  G.  Johnson 

In  his  article  on  “Tariffs  and  the  Balance  of  Payments,”1  Dr. 
Ozga  shows  that  the  imposition  of  a  tariff  may  lead  to  a  deficit  in 
the  balance  of  payments,  instead  of  a  surplus.  While  Ozga’s  analysis 
is  correct,  his  statement  of  his  result  may  be  somewhat  misleading, 
since  it  tends  to  imply  that  the  result  is  due  to  the  imposition  of  the 
tariff  rather  than  to  the  expenditure  policies  assumed  to  accompany 
the  tariff;  and  his  explanation  of  the  reasons  for  the  result  is  not 
entirely  clear  or  satisfactory.  The  following  alternative  treatment 
of  the  problem  may  therefore  be  of  some  assistance  in  understand¬ 
ing  his  conclusions. 

Suppose  trade  between  A  and  B  is  in  equilibrium  with  a  deficit 
for  A.  The  deficit  implies  an  excess  of  expenditure  over  output  in 
A,  and  vice  versa  in  B;  as  a  first  step  towards  correcting  it,  A  must 
deflate  expenditure  and  B  must  inflate  expenditure  by  the  amount 
of  the  deficit.  But  the  combined  deflation-inflation  is  likely  to  alter 
the  distribution  of  demand  between  the  two  countries’  goods,  so  that 
some  further  measure  will  be  necessary  to  readjust  demand  to  supply 
for  the  separate  goods.  If  the  sum  of  the  marginal  propensities  to 
spend  on  imports  is  less  than  unity,  the  combined  deflation-inflation 
would  leave  a  deficit  for  A,  an  excess  supply  of  A’s  goods,  and  an 
excess  demand  for  B’s  goods,  at  the  initial  prices;  to  restore  equi¬ 
librium,  demand  must  be  diverted  from  B’s  goods  to  A’s  goods,  which 
requires  a  fall  in  the  relative  price  of  A’s  goods,  a  depreciation  of 
A’s  currency  (assuming  elasticities  are  favorable)  or  (as  in  Ozga’s 
model)  an  increase  in  A’s  tariff.  Conversely,  if  the  sum  of  the  mar¬ 
ginal  propensities  to  spend  on  imports  is  greater  than  unity,  the 
combined  deflation-inflation  would  leave  a  surplus  for  A,  an  excess 
demand  for  A’s  goods,  and  an  excess  supply  of  B’s  goods,  at  the 
initial  prices;  to  restore  equilibrium,  demand  must  be  diverted  from 
A’s  goods  to  B’s  goods,  which  requires  a  rise  in  the  relative  price  of 
A’s  goods,  an  appreciation  of  A’s  currency,  or  a  reduction  in  A’s 
tariff.  It  follows  that  in  this  case  a  higher  tariff  goes  with  a  larger 
deficit,  as  Ozga  has  found.  But  it  is  misleading  to  imply  that  it  is 
the  higher  tariff  which  causes  the  deficit:  the  higher  tariff  merely 

1.  S.  A.  Ozga,  “Tariffs  and  the  Balance  of  Payments,”  this  Journal,  LXXI 
(Nov.,  1957),  630-38. 
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happens  to  be  the  condition  of  equilibrium  between  demand  and 
supply  for  the  individual  countries’  outputs,  when  national  expendi¬ 
tures  are  so  altered  that  the  deficit  is  larger,  and  it  remains  true  that 
the  tariff  by  itself  tends  to  improve  A’s  trade  balance. 

The  explanation  of  the  point  can  also  be  put  another  way,  paral¬ 
leling  the  argument  of  Ozga’s  Section  IV.  The  imposition  of  an 
(expenditure-compensated)  tariff  in  A  diverts  A’s  demand  from  its 
imports  towards  its  exports  —  the  substitution  effect  —  thus  creat¬ 
ing  an  excess  demand  for  A’s  goods,  an  excess  supply  of  B’s  goods, 
and  a  balance-of-payments  surplus  for  A.  To  restore  equilibrium 
without  changing  prices  in  B,  the  excess  demand  and  supply  must 
be  eliminated  by  deflation  of  expenditure  in  one  country  and  inflation 
of  expenditure  in  the  other.  If  the  sum  of  the  marginal  propensities 
to  spend  on  imports  is  less  than  unity,  deflation  in  A  and  inflation  in 
B  will  do  the  trick;  in  so  doing  it  will  increase  A’s  surplus  still  more. 
But  if  the  sum  of  the  marginal  propensities  to  import  exceeds  unity, 
inflation  in  A  and  deflation  in  B  is  required;  this  implies  a  worsening 
of  A’s  balance  of  payments  to  set  against  the  improvement  due  to 
the  tariff.  Further,  since  the  effect  of  a  unit  inflation  in  A  and  defla¬ 
tion  in  B  is  to  worsen  A’s  balance  by  the  sum  of  the  marginal  pro- 
■  pensities  to  spend  on  imports,  while  it  reduces  excess  demand  for 
A’s  goods  only  by  this  sum  minus  one,2  the  removal  of  the  excess 
demand  due  to  the  tariff  by  a  combined  inflation-deflation  will  wor¬ 
sen  A’s  balance  more  than  the  tariff  initially  improved  it,  so  that  the 
net  result  will  be  a  deterioration  in  A’s  balance  of  payments.3  Again, 
the  deterioration  should  be  attributed  to  the  expenditure  changes 
accompanying  the  tariff,  rather  than  to  the  tariff  per  se. 

Harry  G.  Johnson. 

University  of  Manchester 

2.  That  is,  by  B’e  marginal  propensity  to  spend  on  imports,  minus  A’s 
marginal  propensity  to  spend  on  home-produced  goods  (which  is  equal  to  one 
minus  A’s  marginal  propensity  to  spend  on  imports). 

3.  Ozga’s  argument  is  expressed  in  terms  of  the  effects  of  the  combined 
changes  in  expenditure  on  excess  demand  rather  than  on  the  balance  of  pay¬ 
ments,  and  he  does  not  explain  why  the  net  result  in  the  second  case  must  be 
a  deterioration. 

REPLY 

I  do  not  think  that  it  will  serve  any  useful  purpose  to  speak 
in  this  context  of  an  effect  of  tariffs  per  se.  Professor  Johnson  means 
by  it  the  effect  of  tariffs  accompanied  by  such  a  change  in  aggregate 
expenditure  as  is  necessary  to  enable  the  buyers  to  purchase  the 
same  quantities  of  goods  as  before  the  imposition  of  the  tariffs.  But 
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this  has  no  better  claim  to  be  called  the  effect  of  tariffs  per  se  than 
would  have  the  effect  of  tariffs  accompanied  by  such  a  change  in 
aggregate  expenditure  as  is  necessary  to  maintain  internal  balance 
(as  in  my  article);  or,  indeed,  by  any  other.  Johnson’s  division  of 
the  ultimate  change  in  the  balance  of  payments  into  a  positive  part 
to  be  ascribed  to  the  effect  of  tariffs  and  another  part  (positive  or 
negative)  to  be  ascribed  to  the  effect  of  changes  in  aggregate  expendi¬ 
ture  is  thus  quite  arbitrary.  What  he  is  doing  is  in  fact  like  trying 
to  determine  how  much  of  a  bell’s  tolling  is  due  to  the  swinging  of  the 
bell  and  how  much  to  the  swinging  of  its  clapper. 

The  line  I  took  in  my  article  was  that  if  the  change  in  aggregate 
expenditure  is  induced  by  the  imposition  of  tariffs  —  in  accordance 
with  some  broad  principles  of  economic  policy,  such  as  the  main¬ 
tenance  of  internal  balance  —  then  the  whole  change  in  the  balance 
of  payments  is  the  effect  of  tariffs;  because  if  tariffs  were  not  imposed, 
there  would  not  be  any  change  either  in  aggregate  expenditure  or  in 
the  balance  of  payments.  (If  the  bell  did  not  swing,  there  would  be 
neither  movement  of  the  clapper  nor  tolling.)  Johnson  has  not  con¬ 
vinced  me  that  it  is  possible  to  say  more  than  this. 

S.  A.  Ozga. 

London  School  of  Economics 
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The  general  situation  now  with  respect  to  farm  policy  in  this 
country  is  that  moderate,  intermediate  and  often  compromise  meas¬ 
ures  having  failed  to  solve  the  farm  problem,  different  groups  are  now 
proposing  extreme  measures.  These  extremes,  however,  are  not  all 
in  the  same  direction.  They  range  from  practically  “free  markets” 
to  the  reverse  of  these;  and  also  from  what  is  largely  government 
control  to  producer-group  control. 

Take  first  what  must  be  considered  as  one  of  the  extremes,  the 
policy  advocated  by  President  Shuman  of  the  American  Farm  Bureau 
Federation  at  its  recent  annual  convention.  This  includes  abolishing 
at  as  fast  a  rate  as  possible  all  price-supports  except  as  “a  safeguard 
against  extremely  wide  fluctuations”  and  likewise  all  acreage  allot¬ 
ments  and  marketing  quotas,  and  stopping  all  flow  of  commodities 
into  Commodity  Credit  Corporation  stockpiles  and  disposing  of 
present  stocks  though  Public  Law  480  as  fast  as  possible,  except  as 
loans  and  purchases  may  be  needed  in  emergency  low-price  situations. 
Even  in  such  situations,  the  stocks  are  to  be  disposed  of  promptly  at 
home  or  abroad.  There  is,  of  course,  the  definite  assumption  in  all 
this  that  if  the  government  really  gets  moving  in  this  direction,  all 
these  actions  will  be  “possible,”  and  that  the  present  tangled  situa¬ 
tion  will  straighten  itself  out,  and  that  thereafter  only  in  extreme 
situations  will  the  government  need  to  intervene  again.  As  we  shall 
see  later,  the  official  pronouncement  of  the  Farm  Bureau  Federation 
at  the  end  of  the  convention  did  not  go  to  the  extreme  of  President 
Shuman’s  statement.  It  did  call  for  a  return  to  essentially  free- 
market  operation  both  domestically  and  internationally  and  as 
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“rapidly  as  possible,”  but  it  allowed  for  gradualness  in  the  movement 
to  this  end. 

At  the  other  extreme  from  Shuman’s  statement  as  to  government 
participation  is  the  demand  for  putting  not  only  all  the  present  so- 
called  “basic”  commodities  —  cotton,  wheat,  tobacco,  corn,  peanuts, 
and  rice  —  but  the  remaining  feed  crops  as  well  on  a  strict  individual 
farm  marketing  quota  basis  with  price  supports  at  90  per  cent  of 
parity  or  better.  The  requirement  of  a  referendum  is  still  included 
in  such  proposals,  it  being  assumed  that  the  vote  would  be  strongly 
for  such  quotas  given  such  a  level  of  prices,  as  it  has  been  in  the  case 
of  tobacco.  The  method  of  price  support  commonly  specified  is  that 
of  loans  and  purchases,  those  not  keeping  within  their  quotas  to  be 
largely  denied  such  loans  and  purchases. 

A  detail  of  this  proposal  specified  by  some  is  that  the  present 
exemption  of  small  acreages  of  these  crops  —  such  as  the  fifteen-acre 
exemption  for  wheat  —  be  largely  removed.  The  wheat  now  being 
produced  under  this  exemption  on  farms  in  the  Corn  Belt  and  East 
and  South  is  estimated  to  have  reached  close  to  100  million  bushels 
in  recent  years. 

All  of  the  “basic”  crops  except  corn  are  already  on  a  potential 
'  over-all  marketing  quota  basis,  but  the  individual  farm  quotas  are 
stated  on  an  acreage  basis.  The  reason  for  the  marketing  quota 
provisions  is  that  the  farmers  by  using  more  fertilizer  or  other  im¬ 
proved  technology  on  their  restricted  acreages  have  increased  their 
yields  per  acre  to  a  level  that  largely  offsets  the  fewer  acres.  Thus 
the  15,560,000  acres  of  cotton  in  1956  averaged  408  pounds  per  acre 
compared  with  the  239  pounds  on  27,000,000  acres  in  1936-40.  The 
corn  yields  have  increased  from  26  to  54  bushels  per  acre  in  the  same 
period;  the  tobacco  yields  from  910  to  1570  pounds.  Most  of  these 
increases  have  come  since  1946-50;  thus  50  of  the  70  per  cent  for 
cotton,  150  of  the  210  for  corn,  but  only  30  of  the  70  for  tobacco. 

Particularly  to  be  noted  in  this  connection  is  that  few  of  the 
extreme  suggestions  go  so  far  as  to  put  livestock  numbers  or  sales  on 
a  quota  basis.  The  proposals  are  to  control  livestock  output  only  by 
controlling  the  feed  supply.  The  main  reason  for  this  is  that  direct 
control  of  livestock  output  is  generally  believed  to  be  unworkable. 
With  all  of  the  “basic”  crops  except  corn  already  on  an  over-all 
market  quota  basis,  it  is  the  extension  of  such  quotas  to  corn  and  the 
nonbasic  feed  crops  that  is  most  important.  Large  acreages  of  land 
that  normally  grow  wheat  or  cotton  can  be  shifted  very  simply  to 
corn,  grain  sorghum  or  oats  and  other  feed  grains. 

The  present  marketing  quotas  on  the  basic  crops  are  also  limited 
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in  their  effectiveness  because  the  marketing  quotas  are  converted  to 
acreage  quotas  by  dividing  them  by  the  prevailing  average  yields  and 
then  lower  limits  are  set  on  the  total  acreage  quotas  —  thus  55  mil¬ 
lion  acres  for  wheat  and  17.4  million  for  cotton.  Without  these  limi¬ 
tations  and  with  present  stocks  of  wheat  and  cotton,  these  acreages 
could  be  cut  more  than  a  half  under  other  provisions  of  the  laws  now 
in  force.  Proposals  are  being  made,  of  course,  for  greater  latitude  in 
these  acreage  cuts,  but  still  most  of  the  producers  of  the  basic  crops 
must  be  left  with  some  productive  use  to  which  they  can  put  their 
land. 

The  most  logically  consistent  of  all  the  proposals  along  the  fore¬ 
going  lines  is  that  of  Professor  Willard  Cochrane  of  the  University  of 
Minnesota,  presented  to  the  Joint  Economic  Committee  of  Congress 
last  November.  Cochrane  would  have  agriculture  in  effect  declared 
a  public  utility  like  the  railroads  and  would  have  the  government 
each  year  set  a  national  sales  quota  for  each  important  farm  product 
and  a  price  that  would  bring  production  and  consumption  into  bal¬ 
ance  at  that  price.  This  price,  however,  would  be  “fair”  to  both 
producers  and  consumers,  a  “fair”  price  to  producers  being  defined  as 
one  equal  to  “parity”  and  yielding  as  good  an  income  to  farmers  as 
that  received  by  other  groups  in  the  nation.  The  government  would 
determine  the  level  of  such  parity.  Clearly  enough,  these  prices 
would  be  monopoly  prices  enforced  by  the  government  by  keeping 
supplies  at  a  level  that  would  support  such  prices  in  the  market  place. 
The  national  sales  quota  would  be  broken  down  into  individual  pro¬ 
ducer  sales  quotas,  nation-wide  percentage  departures  from  these 
being  announced  year  by  year  according  to  changing  export  demand, 
carry-over  stocks,  and  the  like.  Also  the  sales  quota  certificates 
would  be  transferable.  Cochrane  would  limit  this  monopoly  control 
to  fifteen  to  twenty-five  products,  and  exclude  feed  grains,  baby 
chicks  and  other  products  being  sold  mostly  to  other  farmers.  The 
nearest  antecedent  to  such  a  program,  Cochrane  finds  in  the  present 
sugar  control  program.  But  he  points  out  that  in  effect  the  program 
for  tobacco  is  not  too  far  removed,  and  that  both  of  these  programs 
have  become  very  acceptable  to  the  producers  of  these  products. 

The  program  put  forward  before  this  same  Joint  Economic 
Committee  by  Glen  Talbott,  Chairman  of  the  Executive  Committee 
of  the  National  Farmers’  Union,  the  nation’s  most  nearly  leftist 
farm  organization,  differs  from  Cochrane’s  mainly  in  the  following 
particulars : 

1.  A  government  board  “composed  mainly  of  democratically 
elected  farmers”  will  set  the  level  of  prices  and  over-all  national  sales 
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quotas,  designated  as  the  “all-commodity  farm  marketing  goal.  ^ 

2.  The  level  of  prices  is  to  assure  the  farmers  “parity  income” 
instead  of  “fair”  prices. 

3.  A  national  “voluntary  conservation  acreage  reserve”  goal  is 
to  be  set,  which  will  include  all  the  land  not  needed  to  produce  the 
“all-commodity  farm  marketing  goal,”  the  farmers  will  receive  offers 
of  annual  rentals  from  the  Secretary  of  Agriculture  to  keep  this  acre¬ 
age  reserve  out  of  commercial  production,  plus  payments  to  cover 
the  costs  of  conservation  practices. 

4.  The  farmer  will  have  the  option,  however,  of  using  land  in 
excess  of  the  “all-commodity  goal  certificate”  for  his  farm  in  produc¬ 
tion  at  75  per  cent  of  the  parity  incc  ne  rate. 

5.  Government  credit  is  to  be  made  available  to  enable  farmers 
co-operatively  to  take  over  as  fast  as  they  are  able  the  whole  business 
of  assembling,  processing,  storing  and  marketing  farm  products  (as 
now  done  in  a  large  way  by  the  Farmers’  Terminal  Grain  Marketing 
Association  in  the  northern  Great  Plains). 

6.  This  is  to  be  an  “all  commodity”  program,  but  provision  is 
made  for  separate  programs  of  two  types: 

(a)  Those  patterned  after  the  federal  orders  now  used  in  city 
fluid  milk  markets  and  for  some  vegetables,  fruits,  and  nuts. 

(b)  Separate  commodity  goal  programs  for  some  commodities 
not  protected  by  the  general  program. 

The  reasoning  basic  to  the  extreme  proposals  of  the  Cochrane 
type  is  simply  that  the  farmers  left  to  themselves  have  little  bargain¬ 
ing  power  in  the  market,  nor  will  they  organize  into  bargaining  unions 
like  labor;  therefore  the  government  must  step  in  and  function  largely 
in  lieu  of  the  market.  The  Talbott  approach  calls  for  a  large  measure 
of  participation  by  farmers  and  their  representatives  in  the  setting  of 
marketing  goals  or  quotas,  and  in  marketing  operations  and  pricing 
in  the  market  place.  It  also  leaves  more  choice  to  the  producer.  It 
therefore  departs  considerably  from  a  straight  public  utility  program. 

In  fact,  the  Farmers’  Union  proposal  has  in  it  much  of  the  phi¬ 
losophy  of  the  Aaron  Sapiro  co-operative  marketing  movement  which 
began  in  the  early  1920’s,  and  which  ultimately  found  partial  expres¬ 
sion  in  the  Hoover  Agricultural  Marketing  Act  of  1928  and  the  setting 
up  of  the  Federal  Farm  Board.  Sapiro  designed  his  commodity 
co-operatives  with  a  view  to  signing  up  85  or  90  per  cent  of  the  pro¬ 
duction  and  feeding  the  supply  to  the  market  in  an  orderly  manner 
and  forcing  the  processors  to  pay  full  market  values.  The  nation¬ 
wide  co-operatives  that  the  Farm  Board  set  up  in  1924-30 — grain, 
cotton,  wool,  beans,  etc.  —  were  partly  amalgamations  of  Sapiro- 
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type  co-operatives.  Their  undertakings  to  hold  supplies  out  of  the 
market  as  prices  fell,  of  course,  turned  out  badly  because  of  the  con¬ 
tinuing  sag  of  prices  in  the  Great  Depression  of  the  1930’s,  but  under 
more  normal  circumstances  these  co-operatives  might  have  survived 
for  several  years  at  least.  Their  operations,  with  government  corpo¬ 
rations  like  the  grain  and  cotton  stabilization  corporations  of  1930  to 
back  them  up,  would  not  have  been  greatly  different  from  those  of  the 
Commodity  Credit  Corporation  in  more  recent  times. 

In  the  same  general  class  as  the  Cochrane  and  Talbott  proposals, 
and  based  on  the  same  doctrine  of  monopoly  power  for  agriculture  to 
match  that  of  business  and  labor,  is  a  recent  proposal,  called  a  “self- 
help”  program,  that  a  tax  of  10  to  15  per  cent  be  collected  at  point  of 
first  sale  on  all  farm  products  sold,  and  that  the  proceeds  be  used  to 
buy  up  and  dispose  of,  outside  of  domestic  marketing  channels, 
enough  of  each  year’s  farm  output,  estimated  at  5  per  cent,  to  raise 
farm  prices  30  to  40  per  cent,  and  to  buy  or  rent  and  hold  out  of  use 
enough  whole  farms  over  the  next  five  or  ten  years  so  that  by  the  end 
of  that  time  there  will  be  no  surpluses  to  buy.  The  “self-help”  idea 
was  first  advanced  in  a  program  offered  by  the  National  Grange  and 
the  National  Milk  Producers’  Federation,  to  apply  to  dairy  products 
only,  with  the  tax  proceeds  to  be  used  only  for  buying  up  and  dispos¬ 
ing  of  the  surplus.  Both  proposals  call  for  setting  up  a  board  or 
“authority”  representing  the  farm  producers  that  will  administer 
the  program. 

One  statement  alone  should  suffice  at  this  point  for  the  over-all 
“self-help”  proposal,  namely,  with  farm  prices  actually  supported  at 
30  to  40  per  cent  above  recent  levels,  yields  per  acre  will  rise  so  fast 
on  the  remaining  farms,  and  also  rents  and  land  prices,  that  the  whole 
program  would  break  down.  Even  the  Talbott  proposal  of  75  per 
cent  of  his  income  parity  on  the  output  of  land  not  covered  by  goal 
certificates  would  suffer  the  same  fate,  since  the  additional  cost  of 
farming  additional  acres  is  lower  even  than  present  market  prices. 

The  foregoing  brings  out  another  issue  between  the  groups,  as  to 
how  much  is  left  to  administrative  discretion.  The  Secretary  wants 
a  large  measure  of  control  in  the  Department  of  Agriculture.  At  the 
other  extreme  are,  first,  those  in  Congress  who  would  spell  out  very 
explicit  directions  in  legislation;  second,  those  who  would  set  up 
strong  nonpartisan  and  nonspecial-interest  boards  to  make  the  deci¬ 
sions;  third,  those  who  would  have  farmer  boards  do  this,  as  proposed 
by  Talbott  of  the  Farmers’  Union;  and  fourth,  those  who  propose  a 
joint  decision  between  the  farmer  boards  and  the  government,  as  in 
the  self-help  proposals. 
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Any  listing  of  extreme  proposals  must  surely  also  include  the 
Brannan  Plan  as  offered  by  Brannan  himself  in  1949.  It  may  well  be 
that  a  majority  of  our  citizens  consider  as  extreme  any  proposal  to 
make  up  in  direct  payments  to  producers  the  difference  between  the 
market  prices  and  some  level  of  prices  deemed  more  reasonable.  But 
surely  to  do  this  at  the  level  defined  by  Brannan,  and  without  much 
regard  to  the  size  of  the  crop,  was  indeed  extreme.  It  meant  in  effect 
saying  to  each  producer  after  he  had  received  this  high  price  for  a  big 
crop,  “Go  ahead  and  produce  another  big  crop.  We  guarantee  you 
the  same  price  for  it.”  It  would  be  difficult  to  conceive  of  any  better 
way  of  inducing  growing  surpluses. 

Certainly  there  are  wide  differences  in  the  level  of  prices  proposed 
to  be  supported,  from  a  bottom  of  60  per  cent  in  recent  administra¬ 
tion  proposals,  to  the  100  per  cent  demanded  by  the  Farmers’  Union 
and  some  other  groups.  The  level  most  commonly  named  in  the 
recent  commodity-by-commodity  proposals  —  wheat,  cotton,  dairy 
products,  for  example  —  is  90  per  cent  of  parity. 

Something  needs  to  be  said  at  this  point  about  varying  the  level 
of  price  supports  with  the  size  of  the  supply.  Provision  for  such 
variation  was  written  into  the  Agricultural  Acts  of  1948  and  1949 
dnder  the  term  “flexible.”  The  schedules  now  in  use  vary  the  support 
level  for  corn,  wheat,  and  rice  from  90  down  to  75  per  cent  of  parity 
as  a  bottom  limit  as  the  supply  —  current  production  plus  carry¬ 
over-rises  from  102  to  130  per  cent  of  “normal”;  for  cotton  and 
peanuts  as  the  supply  increases  from  108  to  130  per  cent  or  more  of 
“normal.”  (These  schedules  do  not  apply  to  tobacco  if  marketing 
quotas  are  in  effect.)  The  administration  wants  in  effect  to  extend 
these  schedules  down  to  60  per  cent  of  normal  with  supplies  over 
130  per  cent,  and  Secretary  Benson  at  times  has  even  suggested  zero 
as  the  lower  limit. 

The  most  recent  administration  and  Farm  Bureau  proposals, 
however,  are  to  abandon  these  schedules  and  set  only  the  lower  limits. 
The  administration  is  saying  that  raising  the  price-support  level  as 
supplies  decline  causes  output  to  expand  again.  This  raises  the 
whole  question  of  the  slope  of  the  supply-price  curve  in  the  market. 
The  schedules  now  in  use  do  not  let  the  prices  of  these  products  fall 
as  fast  as  they  would  in  an  open  market.  It  has  been  their  intent  not 
to  do  so,  and  in  this  way  to  protect  the  farmers.  If  this  is  true,  then 
prices  will  not  rise  as  fast  on  these  schedules  with  falling  supplies  as 
they  would  in  the  open  market.  Still  the  support  price  at  these 
somewhat  less  ample  supplies  may  be  higher  than  it  would  be  in  an 
open  market.  What  the  administration  apparently  wants  is  freedom 
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to  raise  the  price  so  little  that  it  will  not  induce  more  output,  and  the 
Farm  Bureau  agrees  with  this  view. 

Then  there  is  the  difference  between  using  as  a  support  basis  old 
parity  —  relative  commodity-by-commodity  prices  mostly  back  in 
1910-14  —  or  “modernized”  parity,  that  is,  relative  moving-acreage 
prices  in  the  last  ten  years.  The  extreme  with  respect  to  this  standard 
is  the  level  of  whichever  is  the  higher  that  was  used  in  the  early 
1950’s.  The  level  now  in  force  is  shifting  from  old  to  modernized 
parity  at  the  rate  of  5  per  cent  a  year,  reaching  the  latter  for  most 
products  by  1960. 

There  are  wide  divergencies  as  to  the  definition  of  “income 
parity.”  Those  first  proposing  it,  back  in  1934-38,  as  a  substitute 
for  price  parity  had  in  mind  simply  taking  account  of  the  size  of  the 
crop  as  well  as  the  price,  so  that  farmers  would  not  have  the  incentive 
to  produce  successively  larger  crops  year  after  year.  It  was  written 
in  these  terms  into  the  Agricultural  Act  of  1938  as  a  basis  for  dis¬ 
tributing  the  supplementary  payments  of  that  Act.  But  today 
income  parity  is  being  given  by  the  Farmers’  Union  and  some  other 
groups  the  extreme  definition  of  the  same  returns  per  capita  in  farm¬ 
ing  as  in  other  occupations.  This  would  not  be  so  extreme,  of  course, 
if  there  were  official  data  available  upon  which  to  make  a  valid  com¬ 
parison  of  such  returns.  As  I  have  shown  on  other  occasions,  those 
released  by  the  U.S.  Department  of  Agriculture  showing  about  a 
l-to-2  ratio  are  very  far  from  valid,  and  if  used  as  a  basis  for  price  or 
income  supports  wrould  contribute  importantly  to  perpetuating  the 
low-income  farming  of  our  South,  our  cut-over  regions,  and  other 
overpopulated  areas. 

This  suggests  another  important  divergence  in  the  thinking  of 
different  groups  in  this  country,  between  those  who,  at  one  extreme, 
want  no  further  reduction  in  the  number  of  our  farmers  and,  at  the 
other,  want  our  farming  to  yield  the  highest  returns  possible  per 
worker  almost  without  regard  to  how  few  are  the  workers  and  farms 
and  how  farming  is  organized.  Even  the  prospect  of  increasing  inte¬ 
gration  of  farming  and  business  does  not  disturb  them.  , 

Related  to  the  foregoing  is  the  extreme  position  of  the  Farmers’ 
Union  group  that  the  surpluses  that  we  have  now,  or  would  get  with 
100  per  cent  of  parity  prices,  can  be  disposed  of  readily  in  either  of 
two  ways,  or  at  least  in  the  two  combined.  The  first  way  is  by  help¬ 
ing  low-income  families  in  this  country,  by  means  of  a  food  stamp 
plan  or  similar  device,  to  include  more  meat,  eggs  and  dairy  products 
in  their  diets.  They  point  out  that  a  billion  food  calories  in  this  form 
require  six  or  seven  times  as  much  land  to  produce  as  a  billion  in  the 
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form  of  cereals,  potatoes,  and  sugar.  The  other  way  is  to  make  our 
foods  and  cotton  more  readily  available  to  ill-fed  and  ill-clothed  people 
in  other  lands. 

All  that  I  shall  say  relative  to  this  position  is  that  more  can 
advantageously  be  done  in  both  these  ways  than  is  now  being  done, 
but  any  loose  undiscriminating  undertakings  along  these  lines  will  be 
likely  to  hurt  more  than  help.  Merely  keeping  more  hungry  people 
alive  year  after  year  in  an  overpopulated  country  does  not  really 
help.  Our  supplies  need  to  be  used  in  ways  that  help  them  better 
provide  for  themselves  thereafter.  Working  out  joint  undertakings 
to  this  end  with  these  countries  is  a  slow  process. 

Very  different  from  the  Farmers’  Union  on  disposal  of  farm 
surpluses  abroad  is  that  of  the  commodity  groups  that  are  pressing 
for  more  of  what  has  been  called  ‘ ’international  dumping”  by  its 
opponents.  The  State  Department  has  in  general  struggled  for 
discretion  in  such  action,  but  not  always  successfully. 

Better  intentioned  surely  are  those  who  would  have  the  United 
States  take  the  lead  in  setting  up  an  internationally  managed  food 
reserve.  But  such  a  reserve  must  be  handled  in  such  a  way  that  the 
surplus  foods  of  any  country  move  directly  to  the  receiving  countries 
without  much  delay.  The  costs  of  actual  accumulation,  storage,  and 
subsequent  distribution  of  such  food  supplies  could  easily  equal  twice 
the  value  of  the  food. 

Other  subjects  in  which  there  is  a  wide  range  of  position,  partly 
involved  in  the  foregoing  and  partly  not,  are  the  following: 

1.  How  large  a  stockpile  of  wheat,  corn,  cotton,  and  other  farm 
products  needs  to  be  carried  for  national  security  and  stabilization. 

2.  How  large  a  conservation  reserve  of  soil  resources  needs  to  be 
carried. 

3.  To  what  extent  support  to  agriculture  will  be  provided  in  the 
market  and  to  what  extent  in  direct  payments. 

4.  How  wide  a  list  of  products  receive  support. 

5.  What  to  do  about  low-income  farming. 

Surely  what  has  been  said  demonstrates  the  opening  statement 
as  to  the  extreme  measures  that  different  groups  are  now  proposing. 
The  positions  taken  by  these  groups  on  many  of  the  subjects  are 
almost  at  opposite  poles.  Moreover,  they  have  been  becoming  more 
so  over  the  years  since  1930,  although  some  will  be  disposed  to  dispute 
this  by  saying  that  nothing  as  drastic  as  Wallace’s  pig  slaughter  has 
been  undertaken  or  even  suggested.  This,  however,  was  an  exception. 
So  far  as  price  supports  are  concerned,  all  that  was  projected  in  the 
Act  of  1933  was  a  gradual  approach  to  parity. 
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II 

From  the  standpoint  of  solving  the  farm  problem,  this  growing 
divergence  of  position  is  indeed  unfortunate,  since  it  makes  more 
difficult  any  agreement  on  a  sane  and  effective  course  of  action. 
Surely,  moreover,  it  does  not  indicate  a  growth  of  the  people’s  under¬ 
standing  of  the  problem,  but  rather  the  opposite  —  something  a  little 
bit  in  the  nature  of  the  divergence  of  opinion  on  the  slavery  issue  that 
finally  brought  on  the  war  between  the  states. 

Let  us  therefore  calmly  ask  ourselves  if  there  is  not  some  program 
of  action  between  these  extremes  that  offers  promise  of  year-by-year 
improvement  in  the  farm  situation. 

There  can  be  no  doubt  that  underlying  much  of  this  wide  range 
of  difference  in  position  is  a  very  elementary  economic  relationship, 
namely,  that  of  the  response  of  farm  output  to  price.  It  was  some¬ 
thing  like  eight  years  ago  that  Secretary  Charles  Brannan  said,  in  an 
auditorium  lecture  in  the  Department  of  Agriculture,  very  positively 
and  definitely  that  there  is  no  longer  any  supply-response  relationship 
in  agriculture.  He  virtually  repeated  this  statement  at  Michigan 
State  University  last  February.  But  if  Brannan  were  right,  there 
would  have  been  no  hog-corn  cycles  in  the  last  eight  years,  nor  any 
cattle  cycle  movement,  nor  the  almost  year-by-year  ups  and  downs 
in  poultry  output.  Moreover,  it  takes  a  down  response  as  well  as  an 
up  response  to  produce  these  cycle  movements. 

There  is,  however,  a  big  difference  between  the  response  of  the 
output  of  an  individual  product  to  price  and  that  of  groups  of  com¬ 
peting  products,  or  of  the  total  farm  output  of  the  nation.  Part  of 
the  shrinkage  in  pork  output  usually  is  offset  by  an  expansion  in  beef 
output;  and  similarly  for  wheat  and  grain  sorghum,  and  grain  sor¬ 
ghum  and  cotton.  There  has  been,  however,  an  over-all  increase  in 
whole  groups  of  products,  and  in  national  farm  output  since  1952  in 
spite  of  lower  prices.  This  is  due  to  the  strong  upward  trend  in  yields 
per  acre  and  per  animal  unit  and  output  per  worker  that  set  in  during 
the  war  and  has  continued  since.  Few  economists  will  not  agree  that 
the  increase  in  output  would  have  been  considerably  more  if  prices 
had  stayed  up  at  the  postwar  and  Korean  War  levels,  and  that  with 
no  price  supports  there  would  have  been  a  lesser  increase,  and  possibly 
even  a  decline. 

The  reason  for  the  increase  in  output  with  such  price  declines  as 
has  occurred  has  been,  of  course,  that  on  very  many  of  the  larger  or 
better  farms  producing  probably  two-thirds  or  more  of  the  output, 
larger  outputs  yielded  larger  net  cash  incomes  than  would  have 
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smaller  ones,  especially  if  more  fertilizer  and  other  improved  tech¬ 
nology  was  used.  This  has  been  especially  true  of  farms  with  machines 
and  equipment  that  were  far  from  being  fully  used,  as  was  commonly 
the  case  on  what  used  to  be  family-sized  farms. 

What  do  such  circumstances  call  for  in  the  way  of  a  public  farm 
policy?  What  would  the  Shuman  proposal  of  dropping  all  price 
supports  as  fast  as  possible  achieve?  Various  agricultural  economists 
have  estimated  that  if  all  controls  and  supports  were  dropped  and  all 
supplies  were  dumped  on  the  market,  prices  of  farm  products  would 
drop  25  to  40  per  cent  further.  This  would  cause  disaster  to  several 
hundred  thousand  of  our  farmers  with  heavy  indebtedness  and  serious 
hardship  for  most  of  the  rest.  It  would  today  usually  be  something 
more  serious  on  commercial  farms  than  unemployment  on  social 
security. 

Of  course  the  Farm  Bureau  Federation  itself  is  not  proposing 
any  such  extreme  policy.  Its  proposal  is  to  move  in  this  direction 
only  as- fast  as  possible.  But  what  is  “as  fast  as  possible?”  Does  it 
mean  “as  fast  as  possible”  economically  or  politically?  The  Farm 
Bureau  proposals  have  now  been  spelled  out  more  definitely  in  Con¬ 
gress  as  support  of  the  farm  prices  of  cotton  and  corn  at  a  level  of 
90  per  cent  of  the  average  of  the  last  three  years,  and  of  other  feed 
grains  on  the  basis  of  their  feed  value  relative  to  corn.  Also  a  pro¬ 
posal  to  support  other  farm  commodities  now  receiving  price  supports 
at  this  same  90  per  cent  level  is  being  submitted  to  the  State  Farm 
Bureaus  for  their  approval. 

So  far  as  corn  is  concerned,  this  90  per  cent  three-year  average 
will  actually  be  a  little  higher  than  prices  in  the  past  year.  The 
cotton  three-year  average  is  probably  little  if  any  lower  than  a  large 
group  of  cotton  industry  leaders  are  now  ready  to  go  in  order  to  save 
their  home  market  from  synthetics  and  their  export  market.  But 
how  far  in  this  direction  other  commodity  groups  and  even  the  rank 
and  file  of  cotton  growers,  are  ready  to  go  is  surely  open  to  question. 
The  Congressional  vote  of  the  South  in  March  in  favor  of  freezing 
prices  and  production  quotas  at  1957  levels  was  95  for  and  14  against; 
that  of  the  Midwest  59  to  60;  that  of  the  West  24  to  26;  and  that  of 
the  Northeast,  31  to  73. 

Granted  political  possibility,  there  is  still  the  economic  question 
whether  this  level  of  prices  will  be  low  enough  to  bring  into  balance 
the  supplies  and  demand  for  the  different  products  now  receiving 
price  supports.  The  probable  best  answer  is,  for  some  of  them,  yes, 
but  only  after  time  enough  for  the  farmers  to  make  their  adjustments 
in  production,  and  for  the  Commodity  Credit  Corporation  to  dispose 
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of  whatever  overstocks  it  has.  For  others  of  them,  further  reductions 
of  the  price-support  level  will  be  needed  in  later  years,  these  probably 
best  taking  the  form  of  step  reductions,  a  few  per  cent  at  a  time. 

What,  if  anything,  is  wrong  with  such  a  program?  It  will  really 
give  us  a  solution  in  the  end.  One  part  of  the  answer  is  the  time  it 
will  take,  which  will  range  from  maybe  as  little  as  two  or  three  years 
for  a  few  products  to  as  long  as  fifteen  or  twenty  years  for  a  few  others. 
The  reason  for  the  longer  periods  for  some  commodities  is  that  as 
indicated  earlier,  a  large  fraction  of  the  more  capable  producers  will 
meet  the  lower  or  lowering  prices  by  more  use  of  improved  tech¬ 
nologies  that  will  lower  their  costs  by  increases  in  output  per  acre, 
per  animal  unit,  and  per  man-hour.  Of  course,  the  size  of  the  present 
overstocks  is  also  a  factor  in  the  time  it  will  take. 

A  larger  part  of  the  answer  is  the  disaster  or  hardships  that  will 
be  caused  to  a  million  or  so  of  farm  families  who  are  not  in  a  position 
or  able  by  themselves  to  meet  in  good  part  the  lowering  prices  with 
lowering  unit  costs,  during  these  adjustment  years. 

A  consequence  of  the  foregoing  is  that  solving  this  problem  by 
nothing  more  than  the  measures  proposed  by  the  Farm  Bureau 
Federation  is  not  really  politically  possible;  nor  is  it  really  economi¬ 
cally  advisable  to  subject  such  a  large  number  of  our  farm  families 
to  such  disasters  and  hardships. 

I  must  also  insist  that  neither  is  it  equitable  and  fair  for  the 
nation  to  let  these  farm  families  suffer  in  this  way.  It  was  the  greatly 
increased  need  for  farm  products  by  our  allies  in  World  War  II  and 
the  Marshall  Plan  years  following  that  mainly  caused  the  great  surge 
in  the  use  of  advanced  technology  that  is  giving  us  our  present  sur¬ 
pluses.  It  surely  is  not  fair  to  agriculture  to  let  it  bear  all  the  burden 
of  the  needed  post-recovery  adjustment.  To  be  sure  the  nation  is 
now  spending  vast  sums  on  its  agriculture  sector;  but  it  is  not  spend¬ 
ing  it  in  such  a  way  as  to  achieve  the  needed  adjustments.  We  must 
decide  what  these  are,  and  devote  our  expenditures  on  agriculture 
to  achieving  these. 

The  Farm  Bureau  is  right  that  a  lower  level  of  prices  is  needed. 
But  this  alone  is  far  from  enough. 

First  in  order  of  the  other  things  needed,  I  would  put  adaptations 
of  our  farm  credit  facilities  to  meet  the  needs  of  the  situation  that 
faces  us.  The  first  adaptation  is  ample  protection  against  the  fore¬ 
closure  of  mortgages  that  may  threaten  many  farms  at  the  lower 
product  prices  while  readjustments  are  being  made.  Second  is  credit 
to  buy  the  additional  land  that  a  million  or  so  of  our  farms  need  in 
order  to  be  economic  units.  Third  is  credit  to  buy  the  livestock 
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equipment  and  other  things  needed  on  these  enlarged  farms.  Fourth 
is  credit  for  these  things  and  even  for  land  improvements  on  some 
farms  that  can  thus  be  made  into  economic  units,  this  in  spite  of  the 
general  surplus  situation.  Even  our  existing  public  or  public-co-op¬ 
erative  credit  agencies  are  now  operating  upon  too  restricted  and 
conservative  a  basis  to  meet  the  needs  of  this  situation.  It  is  doubtful 
whether  they  can  be  changed  from  this  practice  and  policy  without 
some  public  action  along  three  lines:  A.  Government  underwriting  or 
guaranteeing  of  large  numbers  of  loans  based  upon  approved  budgeted 
farm  and  financial  plans.  These  plans  should  spell  out  a  time  schedule 
of  loans  and  adjustments.  B.  Building  up  an  adequate  and  compe¬ 
tent  staff  to  work  out  these  budgeted  plans  and  supervise  the  loans 
subsequently.  C.  The  government’s  giving  definite  orders  to  these 
credit  agencies  to  make  such  loans.  However,  private  credit  agencies 
should  be  given  a  first  chance  to  make  any  of  these  guaranteed  loans. 
Loans  of  the  foregoing  types  should  be  made  to  landlords  as  well  as  to 
owner-operating  farmers  provided  the  leasing  arrangements  are 
approved.  Loans  of  the  third  type  should  be  available  also  for 
tenants. 

As  an  adjunct  of  this  program,  the  Farm  and  Home  Develop¬ 
ment  Program  activities,  should  for  the  present  be  largely  if  not  alto¬ 
gether  absorbed  in  the  planning  of  the  farms  being  considered  for  such 
approved  loans.  Also  all  soil  conservation  districts  receiving  federal 
aid  should  be  required  to  co-operate  with  the  staffs  making  the  farm 
and  financial  plans  to  the  extent  of  making  basic  soil  and  land-use 
capability  maps  and  conservation  practice  maps  for  these  farms. 

No  provision  is  made  in  any  of  the  foregoing  for  farm  enlargement 
loans  based  upon  additional  rented  land.  This  is  intentional.  Con¬ 
sideration  might  be  given,  however,  to  certain  types  of  loans  based 
on  long-term  leases. 

With  prices  dropping  around  10  per  cent  for  most  products  all  at 
once,  however,  the  farmers  obtaining  such  adjustment  loans  will 
be  in  difficulty  making  ends  meet  while  the  adjustments  are  under 
way.  It  will  therefore  be  necessary  to  make  supplementary  income 
payments  or  the  equivalent  of  these,  to  them  for  a  few  years.1  The 
level  here  suggested  for  this  is  the  difference  between  the  proposed 

1.  The  Farm  Bureau  is  vigorously  opposed  to  supplementary  income  pay¬ 
ments.  An  equivalent  of  these  more  acceptable  to  it  would  be  lowering  the  level 
of  support  prices  by  small  steps  over  the  same  period  of  years.  The  supple¬ 
mentary  income  payments  are  preferred  in  this  statement  because  with  them  the 
level  of  domestic  open-market  prices  is  the  same  as  the  export  level,  except  in  the 
case  of  import  duties,  as  with  wool,  and  both  levels  indicate  almost  from  the  start 
the  price  that  brings  supply  and  demand  into  balance. 
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announced  loan  support  level  and  90  per  cent  of  modernized  parity 
for  the  first  year  of  the  loan  and  thereafter  declining  regularly  to  one- 
half  of  this  in  the  fifth  year  and  at  the  same  rate  thereafter  until  a 
level  of  one-fourth  is  reached,  after  which  there  will  be  no  payments. 

Consideration  should  also  be  given  to  basing  the  income  supple¬ 
ments  not  simply  on  a  given  amount  per  unit  of  product,  but  on  the 
multiplication  product  of  size  of  the  crop  and  amount  per  unit,  to 
avoid  the  evil  effect  of  Brannan’s  plan.  This  would  amount  in  effect 
to  preserving  something  in  the  nature  of  the  present  schedule  of  price- 
support  levels,  but  using  size  of  the  annual  crop  as  a  basis  rather  than 
supply. 

What  about  the  remainder  of  the  farmers  —  those  not  needing 
additional  loan  facilities,  those  not  able  to  qualify  for  such  loans,  etc. 
The  range  of  circumstances  among  these  is  very  wide.  Consider  first 
the  large  group  of  commercial  farmers  who  have  been  meeting  the 
situation  pretty  well  thus  far,  so  far  as  it  concerns  themselves,  by 
means  of  improved  technology,  lower  unit  costs,  etc.  Even  for  these 
a  10  per  cent  drop  in  prices  all  at  once  is  too  severe  to  be  reasonable 
or  to  be  good  economics.  For  them  a  level  and  year-by-year  schedule 
of  supplementary  income  payments  is  here  suggested  that  is  one-half 
that  for  the  farmers  adopting  an  adjustment  loan  program.  The 
main  reason  for  this  distinction  between  the  two  groups  is  that  most 
of  these  farmers  are  really  in  a  position  to  make  the  needed  adjust¬ 
ments  by  themselves.  Another  is  the  need  for  some  incentive  to 
induce  many  farmers  to  enter  into  adjustment  loan  programs  for  their 
farms.  After  all,  it  is  this  adjustment  that  is  the  prime  objective  of 
any  program  to  solve  the  current  agricultural  problem. 

Advisable,  however,  would  be  the  making  of  the  same  level  of 
income  supplements  available  to  farmers  not  needing  loans,  but  enter¬ 
ing  into  a  contract  to  carry  out  the  same  kind  of  an  adjustment  pro¬ 
gram  for  their  farms,  as  to  those  with  loans  in  the  agreement.  Such 
provisions,  both  with  and  without  loans,  would  take  the  place  of  the 
present  Soil  Bank  program,  at  least  the  acreage  reserve  part  of  it  and 
would  put  it  on  a  much  sounder  and  more  constructive  basis. 

It  is  here  assumed  that  the  Agricultural  Conservation  Payments 
will  be  continued,  except  for  fertilizer  payments  not  fitting  into  the 
loan  or  adjustment  plans.  There  still  will  be  need  for  conservation 
reserve  payments. 

Something  more  specific  needs  to  be  said  at  this  point  as  to  the 
character  and  direction  of  the  adjustments  written  into  the  loan  or 
adjustment  agreements.  Making  inadequate  farms  over  into  eco¬ 
nomic  units  is  only  part  of  the  transition.  With  more  acres  of  land 
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per  farm,  more  of  it  can  be  in  grass  and  pasture  and  in  crops  using 
more  machine  and  less  hand  labor.  This  will  have  the  effect  of  reduc¬ 
ing  the  acreage  output  per  farm  acre  though  not  per  farm.  Net 
incomes  will  be  increased  because  of  labor  inputs  and  expenditures 
will  be  reduced  more  than  sales  receipts.  The  farm  planning  staffs 
working  out  the  adjustment  loan  plans  need  to  be  thoroughly  drilled 
in  this  aspect  of  their  planning  work. 

As  for  the  farm  families  at  the  other  end  of  the  scale,  those  not 
able  to  qualify  for  adjustment  loans,  any  that  are  not  too  old  should 
be  helped  in  selling  their  farms  and  obtaining  other  employment, 
mostly  nonfarm.  In  the  latter  category  should  be  included  many 
cropper  and  other  tenant  families  on  small  units  in  the  South  and 
elsewhere.  Some  of  both  these  groups,  but  especially  of  the  latter, 
are  going  to  need  some  financing  to  cover  moving  expenses  and  the 
like  as  well  as  help  in  finding  a  job.  Definite  procedures  should  be 
developed  under  which  the  local  offices  of  the  Federal  Employment 
Agency  and  of  the  Farmers  Home  Administration  work  together  in 
locating  employment  and  planning  needed  loans  for  families  and 
individuals  registering  for  such  help,  the  Farmers  Home  Administra¬ 
tion  making  the  loans  and  the  Employment  Agency  helping  with  the 
,  supervision  of  them.  This  may  seem  to  some  like  an  undue  extension 
of  federal  government  humanitarianism,  but  surely  it  is  not  as  extreme 
as  a  recent  proposal  for  an  outright  grant  of  $5000  to  farm  families 
ready  to  move  into  urban  employment. 

As  for  part-time  farmers,  some  combination  of  the  foregoing  can 
be  made  to  fit  some  of  them.  Of  the  farm  families  not  included  in  the 
foregoing  groups,  many  are  too  old  for  such  vigorous  measures  as  any 
of  the  foregoing,  or  too  indisposed  to  change.  Surely  it  is  in  the 
American  tradition  to  grant  them  freedom  to  ride  out  their  years  as 
they  want.  Old  Age  Security  is  now  available  for  them  in  time.  The 
nation’s  main  concern  is  that  the  young  people  in  their  families  have 
a  chance  to  develop. 

An  important  modification  of  the  foregoing  is  suggested  in  the 
case  of  export  types  of  farm  products,  like  cotton.  It  is  that  for  all 
those  for  which  net  exports  exceed  some  level  —  say  5  per  cent  of 
total  production  the  price  support  level  would  be  no  higher  than 
the  world  trade  level  as  reflected  in  domestic  export  markets,  and 
that  the  supplementary  income  payments  be  fractions  of  the  differ¬ 
ence  between  this  and  90  per  cent  of  modernized  parity  in  case  this 
level  is  lower  than  the  90  per  cent  of  the  last  three-year  average  pro¬ 
posed  by  the  Farm  Bureau. 

The  reason  for  this  suggestion  is  that  if  supplementary  income 
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payments  are  going  to  be  made  anyway,  no  more  than  simply  making 
them  a  little  larger  is  all  that  is  needed  to  achieve  a  free  interplay  of 
the  domestic  and  export  markets,  and  such  free  interplay  is  desirable 
from  the  standpoint  of  international  trade  relations. 

This  is  probably  the  best  point  at  which  to  consider  the  feasibility 
of  the  domestic  allotment  —  now  called  “domestic  parity”  —  pro¬ 
posals.  They  all  set  too  high  a  support  level  for  the  domestic  quota  — 
a  level  which  combined  with  a  lower  price  level  on  exports  will  give  a 
composite  price  that  will  more  than  maintain  present  levels  of  over¬ 
production.  They  also  make  no  direct  attack  on  production  adjust¬ 
ment  as  does  the  program  outlined  in  the  foregoing.  They  could, 
however,  be  revised  in  these  respects.  They  have  the  advantage  that 
the  producers  get  their  income  supplements  paid  to  them  in  the 
market  place  and  hence  involve  no  drains  on  the  public  treasury. 
Also  in  case  producers  are  already  on  an  allotment  basis,  it  is  rela¬ 
tively  simple  to  split  this  between  the  domestic  and  surplus  parts. 
It  may  well  be  that  putting  some  farm  products  on  this  basis,  with  a 
support  level  in  line  with  adjustment  requirements,  and  lowering  it 
further  as  may  be  needed  in  the  future,  would  be  preferable  to 
handling  all  commodities  the  same  way.  It  is  here  suggested  that 
this  be  tried  out  for  cotton,  with  revision  in  the  two  respects  as  just 
indicated. 

Consideration  is  also  needed  of  the  production  allotment  feature 
of  present  and  proposed  programs.  Even  though  they  have  proved 
generally  inadequate  in  their  present  form,  they  have  helped,  and 
therefore  should  be  continued  in  pretty  much  their  present  form  until 
the  supplies  of  any  product  are  brought  in  line  with  demand  by  the 
other  measures  herein  suggested,  at  which  tune  they  can  cautiously 
be  removed.  It  would  not  be  wise  at  this  tune,  however,  to  apply 
quotas  to  new  products. 

The  proposals  to  impose  stricter  controls  in  the  form  of  specified 
quantities  to  each  individual  producer  must  be  considered  from  an 
administrative  point  of  view.  It  would  be  difficult  to  determine  such 
quotas  that  would  be  fair  as  between  farms  in  the  first  place,  and 
difficult  to  enforce  them  in  the  second.  If  they  work  as  they  would 
be  supposed  to,  any  farmer  that  increased  his  yields  per  acre  more 
than  others  would  have  his  acreage  quota  reduced.  This  could  be 
most  nearly  achieved  with  crops  like  cotton  and  tobacco. 

Next  in  order  is  the  matter  of  how  wide  a  list  of  farm  products  to 
include  in  a  program.  The  Farm  Bureau  scheme  of  supports  at  90 
per  cent  of  average  prices  of  the  preceding  three  years,  even  with  the 
drastic  modifications  herein  suggested,  plus  the  adjustment  loans  and 
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all  the  rest,  could  conceivably  be  applied  to  any  farm  product.  It 
would  be  advisable,  however,  to  apply  it  at  the  outset  only  to  those 
receiving  the  loan  type  of  price  supports  in  recent  years,  that  is,  the 
mandatory  list,  including  the  six  basics  plus  dairy  products,  wool, 
honey,  and  possibly  a  few  others. 

What  about  the  feed  crops  other  than  corn?  They  and  corn  are 
in  heavy  surplus  now.  They  received  some  support  in  1956-57.  One 
way  of  handling  these  is  to  provide  for  their  final  products,  namely, 
pork,  beef,  and  dairy  products,  the  kind  of  support  herein  suggested 
for  the  mandatory  list.  The  average  price  used  as  a  basis,  however, 
should  be  that  of  the  last  hog-corn,  cattle  or  other  cycle,  with  adjust¬ 
ments  for  price  trends.  This  would  mean  in  effect  the  providing  of 
income  supplements  to  hog,  beef,  and  dairy  farmers  at  the  low-price 
sectors  in  the  cycles  for  these  products.  This  has  often  been  sug¬ 
gested  as  a  way  of  leveling  out  these  cycles.  This  would  need  to  be 
very  carefully  done,  however.  It  is  doubtful  if  a  forward-pricing  plan 
for  these  products  should  name  an  average  cycle  price  higher  than 
90  per  cent  of  that  which  would  develop  without  the  forward  pricing. 
An  assured  price  brings  forth  more  product  than  one  that  happens  to 
average  out  at  that  level. 

A  near-final  matter  is  the  means  by  which  prices  are  supported. 
Nothing  different  from  the  present  Commodity  Credit  Corporation 
operations  is  suggested  except  the  following: 

1.  Recognition  of,  and  provision  for,  the  nation’s  carrying-over 
larger  stocks  of  a  number  of  farm  products  than  a  free  market  will 
carry. 

2.  A  significantly  expanded  program  of  distribution  of  surplus 
farm  products  among  low-income  families  in  this  country.  The  best 
indication  of  what  this  could  accomplish  is  to  be  found  in  a  recent 
newsletter  of  the  University  of  Minnesota.2  The  conclusions  reached 
are  that  if  all  families  in  the  United  States  with  incomes  of  less  than 
$3,000  were  given  the  food-buying  power  of  the  group  with  income  of 
$3,000  to  $4,000,  the  consumption  of  dairy  products  in  this  country 
would  be  raised  by  12  per  cent  and  that  of  meat,  poultry,  fish  and 
eggs>  7  per  cent,  whereas  that  of  flour  and  cereals  would  be  decreased 
19  per  cent.  The  last  of  these  would  take  away  the  market  for  the 
product  of  about  12  million  acres  of  land  now  in  wheat  and  other  food 
cereals.  The  first  two  of  these  would  require  that  around  180  million 
acres  more  land,  or  the  equivalent  of  this,  be  devoted  to  pasture, 
forage  and  feed  grains.  The  present  proportions  of  land  being  used 

2.  Minnesota  Farm  Business  Notes,  November  27,  1957,  John  Wetmore  and 
Willard  Cochrane. 
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to  feed  livestock  are  about  125  millions  in  feed  grains  and  hay,  and 
775  millions  in  pasture,  most  of  this,  of  course,  being  semi-arid.  For 
the  part  of  the  increases  that  would  come  from  feed  grains  and  hay, 
this  would  mean  an  increase  of  25  million  acres  in  these.  This  would 
in  effect  provide  a  use  for  a  net  of  13  million  acres  of  our  crop  land  now 
in  surplus  production.3  If  some  of  the  pasture  increase  came  out  of 
crop  land,  the  net  would  be  much  larger.  Workable  procedures  for 
bringing  about  such  a  shift  in  consumption  are,  however,  not  simple 
to  devise,  and  will  take  time  to  produce  their  full  effects. 

3.  Revision  over  the  next  few  years  of  present  procedures  for 
distribution  of  agricultural  surpluses  abroad  along  the  more  con¬ 
structive  lines  indicated  earlier. 

A  final  sentence  or  two  is  needed  on  the  question  raised  earlier 
as  to  administrative  decision-making  in  such  a  program.  Surely  no 
board  of  agricultural  producers  should  perform  in  anything  more  than 
an  advisory  role.  Also  there  is  serious  quastion  whether  the  Secretary 
of  Agriculture  and  his  staff  can  be  independent  enough  politically  to 
make  the  best  decisions.  This  leaves  us  with  the  third  alternative, 
having  a  strong  nonpartisan  and  nonspecial-interest  board  set  up  to 
make  the  decisions,  with  Congress  spelling  out  the  broad  guiding 
principles. 


Ill 

We  are  now  ready  to  bring  to  a  head  our  analysis  by  concluding 
that  there  is  an  intermediate  program  of  action  that  offers  a  way  out 
of  our  dilemma.  It  wall  not  give  us  an  immediate  surcease  from  our 
sorrows,  but  it  will  reverse  the  present  trend  toward  piling  up  larger 
surpluses  at  more  and  more  burden  on  the  Treasury  and  do  this  in  a 
way  that  saves  our  farming  people  from  the  disaster  and  increasing 
hardships  of  the  extreme  Shuman  and  less  extreme  Farm  Bureau 
proposals.  It  will  at  the  same  time  set  in  operation  a  positive  pro¬ 
gram  for  bringing  about  the  adjustments  which  are  the  real  solution 
of  our  present  unbalanced  situation.  Given  such  a  program,  definite 
improvement  will  begin  to  show  by  1960,  and  by  1965  agricultural 
recovery  will  be  well  on  its  way. 

But  it  cannot  be  too  strongly  stated  that  something  very  different 
from  and  very  much  more  expanded  than  our  present  F arm  and  Home 
Development  program  will  be  needed.  Altogether  the  agencies 
participating  in  working  out  the  loan  or  adjustment  plans  and  pro¬ 
grams  for  the  individual  farms  and  helping  farm  families  find  other 

3.  These  are  my  calculations,  not  those  of  the  Minnesota  authors. 
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work,  —  the  Co-operative  Federal-State  Extension  Services,  the  Soil 
Conservation  districts,  the  Farm  Credit  Administration,  the  Farmers’ 
Home  Administration,  and  the  Federal  Employment  agency  field 
staffs  —  will  presently  need  a  total  of  three  to  five  workers  in  the 
average  county.  Moreover,  these  field  staffs  will  need  to  be  rigorously 
trained  for  and  drilled  in  the  performing  of  their  tasks.  A  beginning 
workshop  for  them  is  just  a  starter.  They  will  need  to  be  called  back 
after  a  month  for  a  review  of  their  experience  and  again  after  a  few 
more  months,  and  at  intervals  thereafter.  Much  of  the  personnel  for 
this  will  have  to  be  recruited  from  college  trained  men  now  on  farms 
or  in  related  off-farm  work. 

Equally  essential  is  it  that  the  agricultural  college  and  experi¬ 
ment  station  staffs  back  up  this  adjustment  planning  and  execution 
by  assembling  the  data  needed  for  budgeting  analysis  of  alternatives, 
particularly  of  alternatives  that  spread  the  farm  operations  over  more 
land  and  raise  net  incomes  by  lowering  farm  expenditures  per  acre. 
This  research  should  specifically  include  such  analysis  of  alternatives 
on  representative  farms  —  farms  representative  of  different  sizes, 
such  as  family  size,  two-man,  etc.;  also  of  different  combinations  of 
crops  and  livestock,  of  different  combinations  of  cultivatable  and 
,  rolling  land,  of  different  soil  types,  and  above  all  of  different  leasing 
arrangements.  Such  analysis  will  furnish  guidance  to  the  field  staffs 
in  the  counties  that  are  doing  the  actual  loan  or  adjustment  planning. 
It  scarcely  needs  to  be  pointed  out  that  these  analyses  need  to  be 
kept  up-to-date  to  fit  changing  technology,  changing  market  situa¬ 
tions,  and  the  like. 

Handling  this  assignment  over  the  next  few  years  will  take  a  large 
part  of  the  available  research  time  of  a  large  fraction  of  the  agri¬ 
cultural  staffs  of  the  land-grant  universities.  The  few  production 
economists  on  these  staffs  will  find  themselves  spreading  their  efforts 
as  co-workers  or  consultants  over  a  wide  range  of  projects. 

Is  the  emergency  in  agriculture  so  serious  that  the  staffs  of  our 
land  grant  colleges  and  all  the  other  agencies  named  should  interrupt 
their  regular  activities  in  this  way?  My  answer  is,  “Yes.”  Other¬ 
wise,  we  would  not  be  having  such  extreme  measures  proposed  to  us 
as  those  I  have  outlined  —  making  agriculture  into  a  public  utility, 
imposing  rigorous  quantity  quotas  on  each  farm,  organizing  farmers 
into  unions,  and  the  like. 

It  will  now  be  apparent  that  what  is  here  proposed  is  in  effect  a 
mobilization,  and  strengthening,  of  the  effort  of  most  of  the  federal, 
state,  and  local  agencies  now  set  up  to  serve  agriculture,  and  through 
agriculture  the  nation,  for  the  purpose  of  solving  the  problem  of 
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mounting  agricultural  surpluses  and  hardship  for  a  large  fraction  of 
our  farm  families. 

Surely  the  reader  at  this  point  will  want  to  know  how  the  lines 
of  action  just  designated  fit  in  with  those  in  the  President’s  message 
to  Congress  on  January  16,  and  in  his  veto  message  of  March  31. 
There  are  no  large  differences  between  them.  Both  propose  a  lower¬ 
ing  of  price-support  levels.  The  President’s  message  would  simply 
give  Secretary  Benson  freedom  to  lower  them  as  he  sees  fit  down  to 
60  per  cent  of  the  modernized  parity  level,  with  no  additional  assist¬ 
ance  to  farmers  in  adjusting  to  the  lower  levels  set  and  no  compensa¬ 
tory  payments.  What  is  here  proposed  is,  for  most  farm  products 
now  under  price  supports,  essentially  a  gradual  lowering  of  the  price 
supports  to  a  level  where  supply  and  demand  will  come  into  balance, 
but  along  with  this  a  set  of  gradually  lowering  supplementary  income 
payments  to  assist  farmers  in  making  the  adjustments  to  the  lower 
price  levels,  plus  a  vigorously  stepped-up  farm  planning  and  loan 
program  as  further  assistance.  Moreover,  the  setting  of  prices  is  not 
to  be  left  to  the  Secretary  of  Agriculture,  but  this,  along  with  setting 
the  level  of  supplementary  payments,  is  to  be  directed  by  Congress 
and  implemented  by  a  special  noninterest  board.  It  will  be  at  once 
apparent  to  the  reader  that  these  differences  could  be  very  important 
should  the  current  recession  extend  itself  much  further. 

The  other  major  difference  relates  to  production  levels.  The 
veto  message  stresses  not  only  the  unfreezing  of  the  acreage  quotas 
so  that  producers  will  be  more  free  to  expand  their  output,  but  even 
proposes  an  actual  increase  in  planted  acreages.  This  would  seem 
to  assume  that  the  reduction  in  stocks  in  government  hands  of  the 
past  year  will  be  continued.  This  is  to  be  achieved  mainly  by  in¬ 
creasing  further  the  exports  and  other  disposal  of  farm  products 
abroad.  The  procedure  of  letting  the  trade  handle  this  disposal,  thus 
keeping  the  product  out  of  government  lands,  that  was  extensively 
used  in  the  past  year,  is  to  be  employed  still  more  and  applied  to 
other  products.  It  is  the  judgment  of  the  author  that  except  as  our 
government  stands  ready  to  subsidize  the  underselling  of  still  other 
exporting  nations,  any  expansion  of  disposal  abroad  will  have  to  come 
about  mostly  by  seeking  out  and  making  liberal  deals  with  more 
nations  with  large  underfed  groups.  Are  we  prepared  to  keep  on 
feeding  these  underfed  groups  indefinitely?  If  not,  then  the  feeding 
we  do  now  must  prepare  them  to  feed  themselves  better  in  the  near 
future. 

It  follows,  therefore,  that  any  reasonable  program  of  surplus 
disposal  abroad,  plus  the  other  measures  of  very  minor  effect  outlined 
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in  the  veto  message  —  a  slight  expansion  of  the  school  milk  program, 
“market  development  in  co-operation  with  producer  organizations 
and  the  food  trade,”  and  “research  to  find  new  uses  for  farm  products” 
—  will  not  keep  surpluses  sufficiently  in  control  without  declines  in 
prices  too  painful  and  burdensome  for  a  million  or  so  of  our  farm 
families  to  endure ;  and  that  therefore  now  is  not  yet  the  time  for  any 
general  relaxing  of  producer  quotas. 

This  last  conclusion,  of  course,  assumes  no  severe  droughts  or 
a  war  in  the  years  just  ahead;  or  even  any  sustained  developments 
such  as  those  that  have  produced  the  temporary  rise  in  farm  prices 
beginning  in  February  and  likely  to  be  reversed  as  early  as  August. 
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I.  Introduction 

Before  1936  it  was  generally  accepted  that  prices  and  the  rate 
of  interest  were  of  cardinal  importance  in  determining  the  level  of 
employment  and  of  income.  With  the  advent  of  The  General  Theory, 
however,  the  emphasis  was  thrown  on  to  the  marginal  propensity  to 
consume  and  the  multiplier.  Keynes  himself,  of  course,  stresses  the 
role  of  money  and  interest  (although  only  in  a  stationary  model),  and 
for  a  while  the  rate  of  interest  assumed  a  dominant  position.  Never¬ 
theless,  to  the  innovators,  building  models  entirely  in  real  terms,  even 
the  rate  of  interest  ceded  its  role  to  the  accelerator.  Supply  and 
demand  theory,  as  analyzed  in  the  textbooks,  was  completely  ignored 
when  the  business  cycle  was  studied:  everything  was  presented  in  real 
terms.  A  partial  bridge  between  the  more  conservative  elements 
and  these  radicals  was  constructed,  in  the  United  Kingdom,  in  1950 
by  Professor  Hicks  and,  in  effect,  we  were  all  invited  to  cross  over 
the  bridge. 

Hicks  presented  the  essence  of  his  theory  in  real  terms,  ignoring 
prices  and  the  rate  of  interest  and  substituting  in  their  place  the 
multiplier  and  accelerator.  Although  prices  never  appear  in  his 
analysis  at  all,  Hicks  does  introduce,  ad  hoc  so  to  speak,  an  essentially 
stationary  theory  of  the  rate  of  interest  which  he  grafts  on  to  his 
dynamic  model  to  explain  the  place  of  the  monetary  factor.  Now 
this  method  of  attack  has  some  drawbacks.  The  interest  theory  does 
not  form  an  integral  part  of  the  model  and  it  does  not  follow  that  the 
real  and  monetary  analysis  are  mutually  consistent  with  one  another. 
The  first  part  of  this  article  tries  to  analyze  what  I  think  is  an  impor¬ 
tant  conflict  in  the  two  approaches.  The  second  part  then  aims  at 
constructing  a  model  in  which  the  rate  of  interest  and  money  form 
an  essential  part.  Finally,  the  results  which  follow  from  the  various 
assumptions  regarding  the  nature  of  the  money  impact  on  the  system 
are  then  analyzed. 

*  St.  Salvator’s  College,  St.  Andrews. 
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II.  The  Hicksian  Analysis 

The  main  properties  of  the  basic  Hicksian  model1  are  now  well 
known,  but  one  or  two  points  connected  with  it  need  emphasis. 
Firstly,  there  is  the  familiar  consumption  function  equation,  where 
current  real  consumption  expenditure,2  Ct,  is  made  to  depend  on  the 
real  income  of  the  previous  period,  Yt_lf  by  means  of  the  marginal 
propensity  to  consume,  cY.  Secondly,  current  real  investment  expendi¬ 
ture,  Ktf  is  regarded  as  a  linear  function  of  the  previous  change  in 
real  income,  (Yt_1  —  Y t_2) :  the  relationship  between  the  two  sets 
of  variables  is,  of  course,  given  by  the  accelerator,  kY.  Current  real 
income  is  obtained  by  adding  current  real  consumption  and  current 
real  investment. 


It  will  be  helpful  at  this  point  to  introduce  a  flow  diagram  of 
Hicks’s  model.  The  diagram,  shown  in  Figure  I,  is  based  on  that 
developed  by  Professor  Allen.3  The  current  variables  and  the  datum 
are  placed  in  circles  and  the  lines  joining  the  circles  show,  with  the 
aid  of  arrows,  the  direction  of  dependence  between  the  variables.  A 
small  open  circle  shows  where  two  flows  meet,  the  magnitude  of  the 
resulting  flow  being  shown  by  “+”  and  signs.  Two  types  of 
boxes  are  placed  on  these  lines.  Firstly,  there  are  the  boxes  showing 
the  operators  E~'  or  E~\  this  signifies  that  the  dependent  variable 
is  connected  by  a  lag  of  one  or  two  periods  to  the  independent.  Sec¬ 
ondly,  there  are  the  boxes  containing  the  coefficients  of  the  system. 

The  variables,  as  in  the  Hicksian  analysis,  are  all  measured  in 
real  terms.  Current  income,  F,  is  shown  in  the  circle  on  the  top  line 
of  the  diagram.  Proceeding  to  the  left  we  see  that  current  consump¬ 
tion,  shown  by  C  in  the  circle,  depends  on  the  income  of  the  previous 
period,  shown  by  Er 1  in  the  box,  by  means  of  the  marginal  propensity 
to  consume,  cF,  also  shown  in  a  box.  Going  downwards  from  the 
F  circle,  we  see  that  current  investment,  K,  depends  on  (F,_,  -  Y,_  ) 
y  means  of  the  accelerator,  kY.  Current  consumption  and  current 
investment  flow  on  to  meet  in  the  open  circle  on  the  bottom  line  of 
the  diagram,  where  they  are  added  together  and  flow  on  to  give  cur- 
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rent  income,  thus  completing  the  circuit  of  the  system.  The  exogenous 
injection,  X,  is  shown  in  the  circle  at  the  bottom  of  the  diagram.  This 
circle  is  not  connected  to  the  rest  of  the  flow  system,  showing  that 
the  impact  is  merely  a  single  nonrepeated  shock.  If  X  was  continu¬ 
ously  repeated  in  every  period  a  continuous  line  would  join  the  X 
circle  to  the  rest  of  the  system. 


d) 

FIGURE  I 

The  Basic  Hicksian  Model 


The  dynamic  properties  of  this  system  are  quite  familiar.  Depend¬ 
ing  on  the  values  of  the  marginal  propensity  to  consume  and  of  the 
accelerator,  income  can  diverge  (either  directly  or  in  cycles  of  ever- 
increasing  amplitude)  or  converge  (again,  either  directly  or  in  cycles 
of  ever-decreasing  amplitude).  Even  more  obvious  but,  unfortu¬ 
nately,  far  more  neglected  are  what  might  be  termed  the  stationary 
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properties  of  the  system.  Here  the  characteristics  can  be  most  easily 
framed  in  ex  ante  and  ex  post  terms,  using  these  concepts  in  the  now' 
familiar  way  and  most  clearly  employed  by  Mr.  Alexander  in  his 
recent  analysis  of  the  Harrodian  growth  model.4 

Notice,  as  a  preliminary  point,  that  both  consumption  and  invest¬ 
ment  plans  are  completely  fulfilled:  ex  ante  consumption  equals  ex  post 
consumption  and  ex  ante  investment  equals  ex  post  investment.  If, 
then,  the  community  has  a  received  income  of  Y t_x  and  plans  to 
consume  Ct  in  the  next  period,  it  must  plan  to  save  Y t_i  —  Ct.  In 
other  words,  the  ex  ante  saving  of  period  t,  Sf,  is  given  by 

Sf  =  Yt_i  -  Ct. 

The  ex  post  saving  of  period  t,  Sf,  on  the  other  hand,  must  equal,  by 
definition,  the  investment  of  period  t,  so  that 

Sf  =Yt-  Ct. 

Obviously,  then,  ex  ante  saving  only  equals  ex  post  saving  (i.e.,  invest¬ 
ment)  if 

Yt—i  —  Ct  =  Yt  —  Ct 
or  Yt_x  =  Yt  . 

In  other  words,  income  must  be  constant  for  the  equality  of  ex  ante 
saving  and  investment,  while  income  will  be  increasing  if  investment 
is  greater  than  ex  ante  saving  and  decreasing  if  the  latter  is  greater 
than  the  former.  This,  of  course,  merely  conforms  to  the  accepted 
usage  of  these  terms. 

Now  Hicks’s  theory  of  the  rate  of  interest5  relates  “saving,” 
investment,  the  rate  of  interest  and  income  together,  but  he  is 
nowhere  explicit  as  to  whether  it  is  ex  ante  or  ex  post  saving  which 
should  figure  in  this  analysis.  In  his  discussion  in  his  “Trade  Cycle” 
it  is  difficult  to  decide  which  has  been  given  the  role.  “If  like  Keynes,” 
we  are  told,  “we  neglect  any  direct  influence  of  interest  on  saving, 
we  can  go  on  to  say  that  with  a  given  value  of  investment  .  .  .  the 
equilibrium  value  of  money  income  will  be  determined  by  the  multi¬ 
plier.”6  Since  it  is  the  rate  of  interest  that  helps  determine  invest¬ 
ment,  it  is  thus  possible  to  relate  the  level  of  income  to  the  rate  of 
interest.  Now  it  is  vitally  important  to  notice  the  steps  in  this  argu¬ 
ment:  the  multiplier  shows  the  relationship  between  “saving”  and 

4.  See  S.  S.  Alexander,  “Mr.  Harrod’s  Dynamic  Model,”  Economic  Journal, 
LX  (1950),  724-39. 

5.  See  J.  R.  Hicks,  op.  cit.,  chap.  XI,  pp.  136-54. 

6.  Ibid.,  p.  137. 
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income  —  this  follows  from  the  definition  of  the  multiplier;  and  it  is 
because  this  “saving”  is  made  equal  to  investment  that  investment  and 
income  can  be  related  by  the  multiplier;  so  that,  finally,  income 
becomes  a  function  of  the  rate  of  interest.7  This,  of  course,  is  just 
what  Hicks  has  done  in  constructing  what  he  calls  the  Si-curve  — 
a  downward  sloping  curve  showing  the  relationship  between  income 
and  the  rate  of  interest.  It  might  thus  appear  that  it  is  ex  post 
saving  rather  than  its  ex  ante  counterpart  that  figures  in  the  analysis. 
However,  Hicks  now  relaxes  some  of  his  assumptions.  “If  a  fall  in 
the  rate  of  interest  makes  the  representative  individual  save  less 
out  of  a  given  income  .  .  .  the  SI- curve  is  made  more  elastic ;  if  a  fall 
in  the  rate  of  interest  makes  the  representative  individual  save  more, 
the  SI -curve  will  become  less  elastic.”8  Now  since  Hicks  agrees  that 
investment  (i.e.,  ex  post  saving)  and  the  rate  of  interest  are  negatively 
correlated  he  must  here  be  talking  about  ex  ante  saving.9  He  now 
transfers  this  interest-income  framework  into  a  dynamic  system  where 
he  allows  lags  to  affect  the  simple  operation  of  the  model.  This,  how¬ 
ever,  is  in  no  way  permitted  to  influence  the  structure  of  the  SI- curve : 
this  curve,  built  on  the  basis  of  a  stationary  system  (i.e.,  in  short,  a 
system  in  which  ex  ante  saving  equals  investment),  is  utilized  in  the 
dynamic  model  without  any  alteration. 

It  is  just  at  this  point  that  both  Hicks’s  analysis  and  the  dynamic 
model  that  I  attempted  to  construct1  get  into  difficulties.  Turning 
back  to  the  Hicksian  dynamic  model,  we  saw  there  that  ex  ante  sav¬ 
ing  only  equals  investment  when  income  is  constant.  Consequently, 
this  analysis  of  saving  and  the  rate  of  interest  based  on  the  <S/-curve 
is  only  valid  if  income  does  not  change.  The  whole  core  of  the  analy¬ 
sis  is  invalidated  by  a  nonconstant  income  since  the  Si-curve,  based 
as  it  is  on  the  fact  that  ex  ante  saving  equals  investment,  can  no 
longer  be  constructed. 

7.  The  steps  are  more  explicitly  set  out  by  Hicks  in  his  earlier  presentation 
of  the  rate  of  interest  theory:  see  J.  R.  Hicks,  “Mr.  Keynes  and  the  ‘Classics’: 
a  Suggested  Interpretation,”  Econometrica,  V  (1937),  149.  Using  the  symbols 
to  represent  absolute  values  rather  than  deviations,  we  have  Y  =  S  +  C,  or 
dY  =  dS  +  dC;  but  since  C  =  c(Y),  so  that  dC  =  cydY,  it  follows  immediately 
that  dY  =  dS/{  1  —  cY).  Now  K  =  k(r)  so  that  dK  =  krdr.  Assuming  that 
dS  =  dK  we  get  immediately  that  dY  /dr  =  kr/(  1  —  cy)  <  0,  which  gives  the 
slope  of  Hicks’s  SI- curve.  It  is  this  assumption  that  dS  =  dK  in  a  dynamic 
analysis  that  is  suspect:  see  A.  LI.  Wright,  “Sequence  Analysis  and  the  Theory 
of  the  Rate  of  Interest,”  Economic  Journal,  LXV  (Dec.  1955),  630-31. 

8.  J.  R.  Hicks,  “Contribution  to  the  Theory  of  the  Trade  Cycle,”  p.  139. 

9.  Again  referring  to  Hicks’s  earlier  article  ( Econometrica ,  V  (1037),  149)  it 
will  be  more  clearly  seen  that  it  is  ex  ante  saving  which  enters  the  analysis.  At 
any  rate,  if  ex  post  concepts  were  used  in  a  supply  and  demand  analysis  the  whole 
force  of  the  supply  effects  would  be  nullified  in  a  rate  of  interest  analysis. 

1.  See  A.  LI.  Wright,  loc.  cit.,  pp.  626-40. 
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In  my  previous  analysis  of  this  problem  I  followed  Hicks  and 
let  “saving”  equal  investment.  From  a  purely  mathematical  point 
of  view2  the  system  is  overdeterminate:  Hicks  did  not  attack  this 
problem  although  I  attempted  to  solve  it  by  introducing  an  additional 
(short-term)  rate  of  interest.  From  an  economic  point  of  view  such 
“saving”  must  include  both  ex  ante  saving  and  changes  in  stocks.  If 
income  is  decreasing  the  decrease  over  any  two  periods  can  be 
regarded  as  an  increase  in  stocks.3  Subtracting  this  increase  from 
ex  ante  saving  we  must  get  the  “saving”  which  is  equal  to  investment. 
Similarly,  if  income  is  increasing  the  decrease  in  stocks  can  be  added 
on  to  ex  ante  saving  to  give  the  “saving”  that  equals  investment. 

Both  ways  to  this  escape  must  be  admitted  to  be  artificial.  The 
problem  of  integrating  the  monetary  and  real  aspects  of  the  system 
has  a  solution,  but  a  reasonable  solution  can  be  obtained  only  if  the 
two  following  points  are  clearly  recognized:  firstly,  that  it  is  ex  ante 
saving  that  has  the  role  to  play  in  the  rate  of  interest  analysis  and, 
secondly,  that  such  ex  ante  saving  need  not  necessarily  equal  ex  post 
saving  (or  investment).  On  this  basis  an  integrated  model  can  now 
be  constructed. 


III.  The  Integrated  Model 

Probably  the  easiest  way  of  explaining  4  how  all  the  variables  of 
the  integrated  model  are  connected  together  is  by  means  of  the  flow 
diagram  shown  in  Figure  II.  As  prices  have  no  part  to  play,  all  the 
variables  are  measured  in  real  terms.  This,  of  course,  is  a  serious 
limitation  and  a  strong  point  of  criticism  against  the  approach,  but 
since  it  is  not  the  purpose  here  to  attack  this  kind  of  simplification 
it  can  be  ignored.  Secondly,  it  must  be  noticed  that  in  strict  logic 
the  variables  of  the  model  are  measured  as  deviations  from  their 
values  in  the  original  (equilibrium)  position  of  the  initial  period. 
However,  this  assumption  presents  no  limitation  for  the  purposes  in 
hand:  at  any  rate,  the  initial  period  can  always  be  so  selected  that 
the  values  of  the  variables  were  then  zero. 

First  of  all,  there  is  consumption  expenditure.  This  is  determined 

2.  It  need  hardly  be  pointed  out,  of  course,  that  this  problem  of  overdeter¬ 
minateness  is  not  just  a  mathematical  illusion.  From  an  economic  point  of  view 
the  failure  to  solve  it  involves  two  different  solutions  for  the  value  of  investment. 

3.  This  is  a  rather  heroic  definition  of  “stocks,”  despite  the  fact  that  it 
seems  to  be  one  which  figures  from  time  to  time  in  some  of  the  Keynesian  type 
of  analyses.  Since  both  ex  ante  equals  ex  post  consumption  and  ex  ante  equals 
ex  post  investment,  it  is  hard  to  discover  what  kind  of  stocks  are  meant  to  be 
changing  in  volume. 

4.  The  basic  equations  of  the  model  are  presented  in  section  3  of  the  Mathe¬ 
matical  Appendix:  see  infra,  pp.  346—48. 
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in  the  same  way  as  in  the  Hicksian  model:  current  consumption 
depends  on  lagged  income  by  means  of  the  marginal  propensity  to 
consume  and  is  shown  by  the  flow  rising  out  of  the  Y  circle  to  the 
left  and  meeting  the  C  circle.  Again,  just  as  in  the  Hicksian  model, 
current  ex  ante5  saving,  .S',  is  obtained  by  subtracting  current  consump¬ 
tion  from  lagged  income.  In  the  diagram  current  consumption  is 
subtracted  from  lagged  income  in  the  small  open  circle  immediately 


below  the  C  circle  and  flows  down  to  give  current  ex  ante  saving  in 
the  S  circle. 

The  rate  of  interest,  r,  has  no  part  to  play  in  the  Hicksian  model 
and  must,  therefore,  be  examined  in  some  detail.  In  the  first  place, 
following  Hicks’s  analysis  in  “Value  and  Capital,”6  where  prices  have 
an  important  part  to  play,  it  can  be  assumed  that  the  rate  of  interest 
Ls  constant  during  any  period,  altering  only  at  the  end  of  each  period 
(in  the  Hicksian  terminology  of  “weeks,”  on  “Saturdays”).  During 
the  current  period,  then,  it  is  the  rate  of  interest  of  the  previous  period, 
determined  by  forces  operating  in  this  previous  and  earlier  periods, 

5.  Since  we  are  mainly  concerned  with  ex  ante  saving,  the  superscript  “a” 

can  be  dropped.  „  m  , 

6.  See  J.  R.  Hicks,  “Value  and  Capital,”  2d  ed.,  pp.  122-24. 
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that  rules.  The  current  rate  of  interest  is  only  determined  at  the 
end  of  the  current  period  and  remains  fixed  for  the  following  period. 
Consequently,  the  current  investment  market  is  influenced  by  the 
rate  of  interest  of  the  previous  period.  Now  it  is  possible  to  regard 
the  current  rate  of  interest  as  being  determined  at  the  beginning  of 
the  current  period  (i.e.,  on  “Mondays”  —  nothing  happens  on  “Sun¬ 
days”).  Then  it  would  be  the  forces  of  the  previous  period(s)  that 
determine  its  value  while  it,  in  turn,  would  affect  the  investment 
market  in  the  current  period.  This,  of  course,  leads  to  exactly  the 
same  relationships  between  the  investment  market  and  the  rest  of 
the  economy  as  in  the  case  of  the  other  formulation.  In  other  words, 
only  a  purely  terminological  change  is  involved  in  the  selection  of 
the  “day”  on  which  the  rate  of  interest  changes.  The  factors,  then, 
which  determine  the  rate  of  interest  of  the  previous  period  are  the 
reactions  taking  place  in  the  previous  period  (s),  -while  the  previous 
rate  of  interest  itself  influences  the  reactions  which  occur  during  the 
current  period.  In  the  absence  of  expectations,  which  are  not 
explicitly  brought  into  this  analysis  anyway,  this  is  the  only  sequence 
of  events,  apart  from  additional  lagging,  that  can  occur:  no  changes 
in  the  current  period  can  influence  the  rate  of  interest  set  up  at  the 
end  of  the  previous  period. 

For  purely  pedagogic  purposes  the  forces  that  determine  the  rate 
of  interest  set  up  at  the  end  of  the  current  period,  rather  than  at  the 
end  of  the  previous  period,  can  be  examined.  The  first  factor  influenc¬ 
ing  it  is  current  ex  ante  saving.  Now  it  is  the  willingness  of  people  to 
supply  savings  that  influences  the  rate  of  interest  in  such  a  way 
that  an  increased  willingness  to  save  reduces  the  rate  of  interest.  In 
other  words,  the  larger  current  ex  ante  saving  the  lower  is  the  current 
rate  of  interest.  Hence  rs,  the  factor  showing  how,  ceteris  paribus, 
the  rate  of  interest  changes  in  response  to  a  change  in  ex  ante  saving, 
must  be  negative.  This  is  shown  in  the  flow  diagram  by  the  line 
connecting  the  r  and  S  circles  and  containing  the  rs  box.  If  current 
ex  post  saving  (or  investment)  is  allowed  to  affect  the  current  rate 
of  interest  instead,  the  essence  of  the  supply  effect  on  the  rate  of 
interest  is  lost.  At  any  rate,  it  would  be  impossible  to  say  which 
way  an  increase  in  current  ex  post  savings  would  affect,  if  at  all,  the 
current  rate  of  interest.  Even  apart  from  this,  however,  in  a  dynamic 
analysis  it  is  through  income  changes,  and  not  through  changes  in 
the  rate  of  interest,  that  the  equality  of  ex  post  saving  and  investment 
is  attained. 

The  effect,  then,  of  (say)  an  increase  in  the  marginal  propensity 
to  consume  is,  ceteris  paribus,  to  raise  the  rate  of  interest  since  con- 
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sumption  is  increased  and  ex  ante  saving  is  reduced.  It  could  be 
argued,  of  course,  that  it  is  not  ex  ante  saving  as  defined  here  that 
affects  the  rate  of  interest,  and  that  it  is  only  that  part  of  noncon- 
sumed  income  that  is  directly  put  into  the  investment  market  (for 
old  securities  or  for  new  issues)  which  exerts  such  an  influence.  In 
other  words,  some  part  of  nonconsumed  income  may  be  held  as 
money  (i.e.,  hoarding  in  some  sense)  and  this  will  not  affect  the  rate 
of  interest  at  all.  This  criticism,  I  would  agree,  is  valid,  but  I  would 
maintain  that  the  effect  set  up  by  such  an  adjustment  is  negligible 
in  the  ordinary  course  of  events,  and  can,  therefore,  be  safely  neg¬ 
lected.  In  addition,  it  would  be  exceedingly  difficult  to  determine 
the  proportions  into  which  ex  ante  saving  would  have  to  be  divided.7 
Rather  than  complicate  the  model  by  bringing  in  a  term  to  allow 
for  such  small  changes  in  hoarding  as  might  occur,  it  is  easier  to 
suppose  that  the  value  of  the  rs  coefficient  is  altered  in  such  a  way 
that  a  tendency  to  increased  hoarding  is  reflected  in  a  numerically 
smaller  value  of  it. 

Consequently,  the  model  allows  ex  ante  saving,  or  the  willingness 
of  people  to  save,  to  affect  the  rate  of  interest.  On  the  other  hand, 
the  rate  of  interest  itself  has  not  been  allowed  to  affect  the  willingness 
of  people  to  save.  It  would  be  possible,  of  course,  to  connect  current 
consumption  to  the  rate  of  interest  of  (say)  the  previous  period,  thus 
allowing  for  a  rate  of  interest  effect  on  consumption.  Technically, 
this  would  mean  that  the  final  solution  of  the  system  was  given  by  a 
cubic  equation  rather  than  by  the  simpler  quadratic  form.  Now,  firstly, 
taking  the  community  as  a  whole,  it  is  not  certain  whether  a  change 
in  the  rate  of  interest  would  alter  consumption  in  the  same  or  in  the 
opposite  direction.  Secondly,  whatever  influence  the  rate  of  interest 
does,  in  fact,  have  on  consumption  it  would  be  exceedingly  small  in 
comparison  with  the  other  effects  in  the  system.  On  balance,  there¬ 
fore,  nothing  of  fundamental  importance  is  lost  if  the  rate  of  interest 
is  not  allowed  to  affect  the  willingness  to  save  while  the  latter  is 
allowed  to  affect  the  former. 

The  second  factor  influencing  the  current  rate  of  interest  is  cur¬ 
rent  income,  and  is  shown  by  the  flow  connecting  the  r  and  Y  circles. 
The  current  rate  of  interest,  it  will  be  recalled,  is  set  up  at  the  end  of 
the  current  period,  and  the  simplest  income  effect  to  introduce  is 
that  of  income  changes  in  the  current  period.  This  element  enters 
along  purely  conventional  Keynesian  lines,  bringing  in  the  effect  of 

7.  It  is  here,  of  course,  that  the  purely  speculative  motive  for  holding  money 
enters  the  system,  but  it  is  not  my  intention  to  introduce  it  into  the  simple  model 
presented  in  this  article. 
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the  transactions  motive  to  liquidity.  rY,  the  coefficient  giving  the 
relationship  between  the  two  variables,  is,  therefore,  positive:  an 
increase  in  income,  ceteris  paribus,  raises  the  rate  of  interest. 

The  third  factor  affecting  the  rate  of  interest  is  money,  M  (includ¬ 
ing  both  cash  and  deposits).  Money  can  be  regarded  as  a  datum 
of  the  model  given  by  the  banking  system  or  government  :  for  this 
reason  it  is  placed  by  itself  in  a  circle  at  the  bottom  of  the  diagram. 
Now  the  rate  of  interest,  as  in  Keynesian  theory,  depends  on  the 
total  amount  of  money  in  the  system.  The  larger  is  the  amount  of 
money  the  lower  is  the  rate  of  interest:  hence  rv,  the  coefficient 
showing  the  relationship  between  changes  in  the  amount  of  money 
and  changes  in  the  rate  of  interest,  must  be  negative.  The  model,  it 
will  be  recalled,  is  framed  in  terms  of  deviations  of  the  variables  from 
their  values  in  period  0  and  this  means  that  the  current  rate  of  interest 
must  depend  on  the  total  volume  of  money  that  has  been  created 
since  period  0.  Suppose  that  in  period  1  the  economy  has  been  sub¬ 
jected  to  a  single  injection  of  money  and  that  this  injection  has  not 
been  repeated  in  any  subsequent  period.  The  system  has  experienced 
what  may  be  termed  a  single  nonrepeated  inflationary  injection ,8 
Money  rises  by  this  amount,  say  3/,  and  does  not  deviate  any  further 
than  by  3/  units  from  its  initial  (equilibrium)  level.  Hence,  the 
rate  of  interest  must  depend  on  M.  The  3/  circle  is  connected  to  the 
r  circle  by  means  of  the  lower  circuit  emerging  from  3/.  Secondly, 
however,  the  injection  of  money,  of  (say)  3/  per  period,  may  be  con¬ 
tinuously  repeated  in  each  period.  This  can  be  called  the  contin  uously 
repeated  inflationary  injection  case.  Here  the  deviation  of  monev  from 
its  equilibrium  level  is  being  continuously  enlarged  and  the  current 
rate  of  interest  thus  depends  on  an  increasing  quantity  of  money. 
The  current  period  can  be  called  period  t,  and  since  the  quantity  of 
money  is  increasing  by  3/  units  in  each  period  the  deviation  of  money 
in  period  t  from  its  value  in  period  0  must  be  hi/.  Consequentlv,  in 
this  case,  the  current  rate  of  interest  depends,  not  just  on  M,  but  on 
t^I .  The  3/  circle  is  connected  to  the  r  circle  by  means  of  the  upper 
circuit  containing  the  box  t.  Finally,  of  course,  no  new  money  may 
be  created  at  all  so  that  the  3/  circle  and  its  circuit  can  be  completely 
ignored. 

Investment  demand  follows  the  Hicksian  pattern.  The  main 
determinant  of  current  investment  is  felt  through  the  change  in 
income  over  the  two  previous  periods  by  means  of  the  accelerator,  kY. 

8.  It  will  be  noticed  that  “inflationary”  is  used  here  merely  as  a  convenient 
adjective  and  does  not  refer  to  an  inflationary  situation  in  the  proper  sense 
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The  circuit  coming  down  from  the  Y  circle  and  linking  it  to  the  K 
circle  shows  this  effect.  The  distinguishing  feature  here  is  -the  influ¬ 
ence  which  the  rate  of  interest  of  the  previous  period  is  allowed  to 
exert  on  current  investment,  shown  by  the  connection  between  the 
r  and  K  circles.  Obviously  a  higher  previous  rate  of  interest  must, 
ceteribns  paribixs,  reduce  current  investment,  so  that  kr,  the  coefficient 
showing  this  relationship,  is  negative. 

Total  current  expenditure,  E,  is  obtained  by  adding  current  con¬ 
sumption  and  current  investment.  A  flow  from  the  C  circle  is  added 
to  the  flow  from  the  K  circle  and  joined  to  the  E  circle. 

The  impact  of  the  exogenous  injection  enters  the  system  between 
expenditure  and  income.®  Here  four  cases,  shown  at  the  bottom  of 
the  flow  diagram,  can  be  distinguished.  Firstly,  there  are  the  two 
noninflationary  cases,  as  they  may  be  called:  the  impact  to  which 
the  system  is  subjected  is  not  financed  by  the  creation  of  any  new 
money  at  all,  so  that  the  exogenous  injection  has  no  direct  effect 
on  the  rate  of  interest.  First  of  all,  this  injection  may  take  the  form 
of  a  single  nonrepeated  noninflationary  injection,  X.  The  flow  from 
the  X  circle  is  felt  just  once,  and  joins  the  expenditure-income  circuit 
for  the  initial  period  only,  providing  merely  a  starter  to  the  system. 
On  the  other  hand,  there  may  be  a  continuously  repeated,  noninfla- 
ti/mary  injection  of  X  units  in  every  period.1  Here  the  flow  from  X 
is  permanently  linked  to  the  rest  of  the  flow  system.  The  other  two 
cases  are  those  where  newly  created  money  is  pumped  into  the  system 
—  the  inflationary  cases  which  were  discussed  in  connection  with  the 
rate  of  interest.  With  the  single  nonrepeated  infiationary  injection  of 
M,  the  M  circle,  in  addition  to  influencing  the  rate  of  interest  along 
the  lower  branch  to  the  left  of  the  M  circle,  is  also  connected  once 
only  to  the  system  in  the  expenditure-income  circuit.  Finally,  with 
a  ccmtinvs/usly  repeated  inflationary  injection  of  M  units  in  each  period 
a  permanent  flow  is  set  up  from  M  to  the  expenditure-income  circuit 
while,  as  has  been  seen,  an  ever-increasing  effect  is  exerted  by  money 
on  the  rate  of  interest  through  the  left-hand  upper  branch  from  the 
M  circle. 

A  comparison  of  Figures  I  and  II  shows  just  how  strongly  the 

9.  Since  price  effects  are  being  deliberately  neglected,  it  makes  no  difference, 
of  course,  whether  the  exogenous  injection  enters  the  system  before  or  after 
expenditure. 

1.  The  model  does  not  take  account  of  government  revenue  (a  leak)  or 
government  expenditure  fan  injection)  so  that  in  this  case  the  injection  mast  be 
imagined  to  be  financed  by  budget  surpluses  accumulated  before  period  0.  The 
case  is,  therefore,  more  in  the  nature  of  a  mere  theoretical  possibility  than  of 
any  practical  significance. 
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integrated  model  relies  on  that  of  Hicks.  The  same  characteristic 
connections  between  income,  consumption  and  investment  are  evi¬ 
dent.  The  differences,  too,  are  clearly  brought  to  light.  In  the 
second  model  it  is  the  series  of  flows  which  determine  the  rate  of 
interest  and,  in  turn,  influence  investment  that  are  important.  The 
element,  as  we  will  see  in  the  next  section,  that  makes  for  a  permanent 
expansion  of  income,  irrespective  of  the  relative  values  of  the  coeffi¬ 
cients  and  the  size  of  the  flows  between  income,  consumption  and 
investment,  can  be  clearly  seen:  a  continuously  repeated  injection  of 
money  must  have  an  increasing  influence  on  the  system  as  t  grows. 
That  there  is  no  such  influence  in  the  Hicksian  system  is  patently 
shown  by  the  flow  diagram  of  Figure  I. 


IV.  The  Properties  of  the  Integrated  Model 

The  Stationary  Properties.  When  the  exogenous  injection  takes 
the  form  of  a  single  nonrepeated  impact,  current  expenditure  equals 
current  income  and  it  can  be  easily  seen,  just  as  in  the  case  of  the 
basic  Hicksian  model,  that  income  is  increasing,  constant  or  decreas¬ 
ing  according  as  ex  ante  saving  is  less  than,  equal  to  or  greater  than 
ex  post  saving  (or  investment).  On  the  other  hand,  when  the  exoge¬ 
nous  injection  is  continuously  repeated  in  each  period  income  becomes 
greater  than  expenditure.  Following  the  usual  practice,2  however, 
the  exogenous  injection  can  be  regarded  as  part  of  investment,  and 
the  same  conclusions  hold  with  respect  to  the  relationship  between 
ex  ante  and  ex  post  saving. 

The  Permanent  Effects  of  the  Exogenous  Injections.  In  the  inte¬ 
grated  model,  just  as  in  any  model  based  on  difference  equations,  the 
elements  that  contribute  to  the  change  in  income  can  be  split  into 
two  parts.  Firstly,  there  is  the  permanent  effect  which  the  exogenous 
injection  itself  exerts.  Secondly,  there  is  the  effect  which  the  relative 
values  of  the  coefficients  exert,  giving  certain  cyclical,  explosive  or 
asymptotic  characteristics  to  the  income  time  paths.  To  explain  the 
characteristics  of  the  system  these  two  effects  can  be  analyzed  sepa¬ 
rately  and  then  combined  to  give  the  final  picture. 

The  first  task  is  to  determine  the  permanent  effect  of  the  exoge¬ 
nous  injection  on  income.  In  the  case  of  the  single  nonrepeated  non¬ 
inflationary  injection  the  system  experiences  no  permanent  effect  from 
the  exogenous  injection.  The  sole  function  of  the  latter  is  to  provide 
a  “starter”  to  the  system.  In  terms  of  Figure  III,  this  means  that 

2.  See,  e.g.,  Joan  Robinson,  “Introduction  to  the  Theory  of  Employment,” 
pp.  16-18. 
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the  exogenous  injection  leaves  income  at  zero  on  the  t  axis  (i.e.,  at 
the  original  level). 

In  the  other  three  cases  the  broad  characteristics  of  the  per¬ 
manent  effects  of  the  exogenous  injections  are  determined  independ¬ 
ently  of  the  values  of  the  coefficients,  although  the  actual  magnitudes 
of  the  permanent  effects  do  depend,  of  course,  on  these  values. 
Assuming  a  convenient  set  of  values  for  the  coefficients3  in  order  to 
simplify  the  verbal  presentation,  the  magnitude  of  the  effects  can 
be  shown  quite  simply  in  Figure  III. 


The  Permanent  Effect  of  the  Exogenous  Injection 
O  —  the  original  equilibrium  level  of  income 

First  of  all,  there  is  the  case  of  the  continuously  repeated  non¬ 
inflationary  injection.  Here  the  magnitude  of  the  accelerator  has  no 
effect  on  the  permanent  influence  of  the  exogenous  injection  at  all: 
the  main  determining  factor  is  the  marginal  propensity  to  consume. 
With  the  latter  having  a  value  of  0.9,  and  the  other  coefficients  having 
the  given  values,  the  permanent  effect  of  an  exogenous  injection  of 
1  unit  is  to  raise  income  by  just  under  10  units:4  this  is  shown  by  the 
curve  marked  2  in  Figure  III.  In  the  case  of  an  ordinary  multiplier 

3.  The  equations  giving  the  particular  solutions  of  the  general  difference 
equations  are  to  be  found  in  the  Mathematical  Appendix.  It  is  assumed  in  the 
text  that  the  relevant  coefficients  have  the  following  values :  ky  =  2.0;  kT  =  -0.1; 
ra  =  -0.1;  Ty  =  0.05  and  rM  =  -0.1. 

4.  The  equation  is  given  by 

—  2  X 

Y  =  01  =  1.99  -  1.98cj, 
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series,  a  marginal  propensity  to  consume  of  0.9  would  raise  income 
to  exactly  10  units.  If  the  marginal  propensity  to  consume  falls  to 
0.8,  and  the  other  coefficients  remain  the  same,  income  would  be 
raised  to  slightly  under  5  units:  again,  a  result  almost  identical  to 
that  found  for  a  simpler  multiplier  series  is  obtained.  In  other  words, 
the  permanent  effect  of  the  exogenous  impact  in  the  case  of  a  single 
nonrepeated  noninflationary  injection  is  much  the  same  as  that 
obtained  from  the  simpler  kind  of  multiplier  model,  being  magnified 
by  a  larger  marginal  propensity  to  consume.  With  a  single  non¬ 
repeated  inflationary  injection  the  value  of  the  accelerator  has,  again, 
no  effect.  The  permanent  effect  of  an  impact  of  1  unit  of  newly 
created  money  is  to  raise  income  to  one-hundredth  of  the  level 
obtained  in  the  previous  case.  Consequently,  if  the  marginal  pro¬ 
pensity  to  consume  is  0.9  then  income  is  raised  by  0.1  units  to  the 
line  marked  3  in  Figure  III:  if  the  marginal  propensity  to  consume 
falls  to  0.8  income  rises  by  0.05  units.  If  the  values  of  the  coeffi¬ 
cients  are  varied  (within  reasonable  limits,  of  course)  the  character¬ 
istics  of  these  results  are  not  altered.  With  a  continuously  repeated 
noninflationary  injection  income  is  always  raised,  and  that  by  a 
multiple  of  the  exogenous  injection:  with  a  single  nonrepeated  infla¬ 
tionary  injection  income  is  also  always  raised,  but  only  by  a  fraction 
of  the  injection.  It  is  this  kind  of  characteristics,  which  are  virtually 
independent  of  the  values  of  the  coefficients,  that  are  important. 

The  most  interesting  case  is  that  of  the  continuously  repeated 
inflationary  injection.  In  the  three  previous  cases  the  permanent 
effect  of  the  exogenous  injection  resulted  in  a  constant  level  of  income: 
here  there  is  the  significant  difference  that  income  increases  continu¬ 
ally  at  a  constant  rate.  The  marginal  propensity  to  consume  is  again 
the  main  determinant  of  the  rate  of  increase,  the  accelerator  having 
no  part  to  play6  although  its  value  does  affect  the  level  at  which  income 
grows.  Given  the  values  of  the  other  coefficients,  a  marginal  pro¬ 
pensity  to  consume  of  0.8  results  in  a  5  per  cent  rate  of  growth  per 
period:  an  increase  to  0.9  raises  the  rate  of  growth  to  10  per  cent. 
This  is  shown  as  line  4  in  Figure  III:  with  an  impact  of  1  unit  of 
newly  created  money  per  period  income  starts  its  increase  slightly 
above  the  level  reached  in  the  case  of  the  continuously  repeated  non- 


5.  The  equation  is  given  by 


Y  =  z,  -f  zj 


r 

=  M  [_ 


3.94  +  0.04 A; jr  -  3.96cj 
(1.99  -  1.98cy)s 


+ 


0.02 


1.99  -  1.98cv 


'] 


so  that  the  rate  of  increase  of  income  is  given  by 

dY  0.02 

dt  ~  z*  ~  1.99  -  1.98cy 
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inflationary  injection.  The  important  point  to  notice  here  is  that, 
no  matter  what  the  values  of  the  coefficients  are,  the  effect  of  the 
exogenous  injection  is  always  to  increase  income  continuously  at  a 
constant  rate.  This,  of  course,  is  a  sensible  result  and  it  is  obtained 
because  the  newly  created  money  has  been  allowed  to  affect  the  rate 
of  interest. 

The  Cyclical  and  Other  Characteristics.  The  next  problem  is  to 
examine,  rather  more  briefly,  the  effect  of  the  relative  values  of  the 


coefficients.  Here  the  results  are  the  same  for  all  four  types  of  exoge¬ 
nous  injections.  The  relative  values  of  all  the  coefficients,  except  the 
one  showing  the  relationship  between  money  and  the  rate  of  interest, 
enter  into  this  analysis.  The  most  important,  however,  are  the  accel¬ 
erator  and  the  marginal  propensity  to  consume,  and  the  main  prop¬ 
erties  of  the  system  can  be  most  easily  examined  by  letting  the  values 
of  these  two  coefficients  alone  vary  and  by  assuming  that  the  values 
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of  the  others  are  constant.8  Again,  a  graph,7  shown  in  Figure  IV, 
helps  considerably  in  presenting  the  analysis. 

The  graph  shows  how  the  main  characteristics  of  the  system 
which  are  relevant  here  depend  on  the  values  of  the  marginal  pro¬ 
pensity  to  consume  and  the  accelerator.  Each  point  in  the  diagram 
must  lie  in  one  of  four  regions  and  represents  a  selection  of  values 
of  the  marginal  propensity  to  consume  and  the  accelerator,  while  the 
characteristic  development  of  income  over  time  is  determined  by  the 
region  into  which  the  point  falls.  Firstly,  there  is  region  A  with, 
broadly  speaking,  relatively  large  values  of  the  accelerator.  In  this 
case  income  will  expand  relentlessly  from  its  initial  (equilibrium) 
value.  Secondly,  there  is  region  B  with  slightly  smaller  relative  values 
of  the  accelerator:  here  income  will  develop  in  cycles  of  ever-increasing 
amplitude.  Both  these  cases  are  explosive,  and  for  their  existence 
the  accelerator  must,  in  broad  terms,8  be  greater  than  unity.  In  the 
other  two  cases9  the  accelerator  is  less  than  unity.  With  a  point  lying 
in  region  C  cycles  of  ever-decreasing  amplitude  are  set  up.  Finally, 
with  relatively  small  values  of  the  accelerator  the  resulting  income 
time  path  depends  on  the  nature  of  the  exogenous  injection. 

The  Combined  Results.  Combining  the  two  groups  of  effects  we 
find  that  the  simplest  case  is  that  where  the  relation  between  the 
marginal  propensity  to  consume  and  the  accelerator  lies  in  either 
region  A  or  B.  No  matter  what  form  the  injection  takes  income  con¬ 
tinuously  diverges  from  its  original  (equilibrium)  level.  For  region  A 
the  divergence  is  noncyclical:  in  the  two  noninflationary  cases  and 
that  of  a  single  nonrepeated  inflationary  injection  income  expands  at 
the  same  constant  rate,  although  at  the  lowest  level  in  the  case  of  the 
single  nonrepeated  noninflationary  injection  and  at  the  highest  level 
when  the  noninflationary  injection  is  continuously  repeated.  With  a 
continuously  repeated  inflationary  injection  income  expands  at  a  con¬ 
tinuously  increasing  rate.  With  the  explosive  cyclical  cases  of  region 
B  the  cycles  are  generated  around  the  four  curves  of  income  shown  in 
Figure  III.  In  the  other  two  cases  of  regions  C  and  D,  income  even- 

6.  It  is  assumed  that  they  have  the  values  given  in  footnote  3,  p.  339. 

7.  This  graph  follows  that  of  Professor  Samuelson:  see  P.  A.  Samuelson, 
“Interactions  between  the  Multiplier  Analysis  and  the  Principle  of  Acceleration,” 
Review  of  Economic  Statistics,  XXI  (May  1939),  75-78,  reprinted  in  Readings  in 
Business  Cycle  Theory,  ed.  G.  Haberler,  pp.  266-69. 

8.  More  exactly,  ky  >  1  +  (1  —  cy)/100:  this  is  in  contrast  to  the  Hicksian 

model  where  ky  >  1  is  a  sufficient  condition  for  this  type  of  explosion. 

9.  In  the  limit,  of  course,  the  point  may  lie  on  the  line  separating  regions  B 
and  C:  here  cycles  of  constant  amplitude  are  set  up.  This  case  is,  however,  merely 
a  theoretical  curiosity  since  there  are  no  a  priori  reasons  why  the  coefficients 
should  become  stuck  at  these  values. 
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tually  returns  to  the  line  set  up  by  the  permanent  effect  of  the  exoge¬ 
nous  injection.  This  means  that  with  a  single  nonrepeated  non¬ 
inflationary  injection  income  returns  to  its  original  (equilibrium)  level. 
In  the  cases  of  the  continuously  repeated  noninflationary  and  single 
nonrepeated  inflationary  injections  income  expands  to  the  limits  set 
by  the  lines  in  Figure  III.  For  region  C  the  damped  cycles  are  set  up 
around  these  lines.  The  significant  case  is  that  of  the  continuously 
repeated  inflationary  injection:  here  income  eventually  settles  down 
to  a  steady  rate  of  growth,  shown  by  line  A  in  Figure  III. 

The  properties  of  the  model  can  be  most  easily  summarized  in 
a  table.  The  most  important  points  that  emerge  are  that  in  all  cases 


The  Income  Time  Paths 


Single 

nonrepeated 

noninflationary 

injection 

Continuously 

repeated 

noninflationary 

injection 

Single 

nonrepeated 

inflationary 

injection 

Continuously 

repeated 

inflationary 

injection 

Region  A 

Constant  rate 
of  increase 

Constant  rate 
of  increase 

Constant  rate 
of  increase 

Increasing  rate 
of  increase 

Region  B 

Explosive  cycles 
around  a  zero 
level 

Explosive  cycles 
around  a  nonzero 
constant  level 

Explosive  cycles 
around  a  nonzero 
constant  level 

Explosive  cycles 
around  a  rising 
level 

Region  C 

Damped  cycles 
around  a  zero 
level 

Damped  cycles 
around  a  nonzero 
constant  level 

Damped  cycles 
around  a  nonzero 
constant  level 

Damped  cycles 
around  a  rising 
level 

Region  D 

Zero  level 

Constant  non¬ 
zero  level 

Constant  non¬ 
zero  level 

Constant  rate 
of  increase 

except  that  of  a  continuously  repeated  inflationary  injection  income 
will  only  expand  if  the  accelerator  is  greater  than  unity:  but  in  this 
exceptional  case,  no  matter  what  the  values  of  the  coefficients,  income 
moves  further  and  further  away  from  its  original  (equilibrium)  level. 

V.  Conclusion 

The  rate  of  interest,  then,  has  quite  a  significant  part  to  play  in 
the  more  elaborate  model.  Indeed,  the  attempt  to  analyze  investment 
entirely  independently  of  the  rate  of  interest  would  seem  to  neglect 
completely  one  of  the  important  channels  through  which  money 
exerts  an  influence  on  the  system.  The  similarity  between  the  con¬ 
clusions  reached  here  and  those  based  on  the  Keynesian  analysis  are, 
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of  course,  obvious:  nor  is  this  a  mere  coincidence,  since  the  Keynesian 
framework  for  this  mechanism  has  been  incorporated  into  the  dynamic 
model. 

The  analysis,  however,  poses  another,  and  possibly  more  impor¬ 
tant,  category  of  problems.  It  has  been  assumed  throughout  that  the 
variables  have  been  measured  in  real  terms.  Now  obviously  income 
cannot  go  on  increasing  indefinitely  in  real  terms  in  response  to  con¬ 
tinuous  injections  of  newly  created  money.  There  must  be  some 
limit  to  the  height  to  which  real  income  can  rise  and  this  limit  is  set 
mainly  by  the  state  of  technological  development.  It  is  possible,  of 
course,  to  fix  a  ceiling  to  real  income  as  Hicks  has  done.  However, 
once  increasing  money  is  allowed  to  play  a  part,  the  assumption  of  a 
fixed  ceiling  to  real  income  development  becomes  rather  dubious. 
Long  before  this  ceiling  has  been  reached  price  rises  will  have  taken 
place.  As  long  as  it  can  be  assumed,  possibly  along  the  lines  of  an 
overdose  of  money  illusion,  that  price  changes  do  not  in  any  way 
affect  changes  in  the  real  values  of  the  variables  then  the  effect  of 
such  price  changes  can  be  ignored.  Even  if  a  pure  inflation  develops, 
with  a  constant  real  income  and  an  ever-increasing  money  income, 
an  analysis  framed  solely  in  real  terms  may  be  of  some  use.  However, 
if  the  price  changes  themselves  are  permitted  to  influence  the  real 
values  of  the  variables,  and  this  is  a  realistic  assumption,  an  analysis 
presented  entirely  in  real  terms  becomes  futile.  In  such  cases  it  is 
necessary  to  have  a  model  in  which  the  real  and  money  changes  in 
the  variables  interact  with  one  another.  It  is  outside  the  scope  of 
this  article,  of  course,  to  pursue  these  ideas:  although  the  need  for 
such  an  approach  must  be  emphasized,  the  construction  of  such  a 
model  must  be  presented  in  another  story. 


MATHEMATICAL  APPENDIX 


1.  The  Symbols 

The  variables  of  the  system  are  measured  in  real  terms  as  devia¬ 
tions  from  an  original  (equilibrium)  position  in  period  0. 


Y  income 
C  consumption 
S  ex  ante  saving 
K  investment 


E  total  expenditure 
r  the  rate  of  interest 
X  noninflationary  injection 
M  inflationary  injection 


The  coefficients  of  the  system  are  expressed  in  the  notation  of  partial 
derivatives:  the  dependent  variable  is  shown  by  the  small  letter  and 
the  subscript  indicates  the  independent  variable. 
cY  the  marginal  propensity  to  consume:  1  >  cY  >  0 
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kY  the  accelerator:  kY  >  0 

rY  the  income  effect  on  the  rate  of  interest:  1  >  rY  >  0 
rs  the  ex  ante  saving  effect  on  the  rate  of  interest:  —1  <  r$  <0 
rM  the  money  effect  on  the  rate  of  interest:  —l<rM<0 
kr  the  rate  of  interest  effect  on  investment:  —1  <  kr  <  0 
a  =  cY  -f  krrY :  krrY  <  0,  but  must  be  numerically  far  smaller  than  cY, 
hence  a  >  0. 

(8  =  krrs(  1  —  cY) :  1  >  kTrs  >  0,  hence  >  0. 

1  —  a  —  0  =  (1  —  cr)(l  —  krrs )  —  krrY  >  0. 

2.  The  Hicksian  Model 

The  basic  Hicksian  model  contains  three  equations  and  three 
dependent  variables,  Yt,  Ct  and  Kt,  and  is,  therefore,  correctly 
determinate. 

Ct  =  cyFt_x  (2.1) 

Kt  =  kY(Yt^  -  Yt_2 )  (2.2) 

Yt  =  Ct  +  Kt  =  (Cy  +  ky)Yt- 1  —  kyYt_  2  (2.3) 

Hicks’s  model  of  the  rate  of  interest,1  written  as  deviations  (i.e.,  differ¬ 
entials)  in  terms  of  the  symbols  used  here,  is  given  for  a  stationary 
economy  and  can  be  presented,  in  effect,2  by  four  equations. 

r  =  rMtM  +  rYY  (2.4) 

K  =  kTr  (2.5) 

£  =  (1  -  Cy)F  (2.6) 

S  =  K  (2.7) 

Here  there  are  four  unknowns,  S,  K,  Y  and  r,  and  one  datum,  M ; 
the  system  is  determinate .  Dynamizing  this  stationary  system  and  com¬ 
bining  it  with  the  equations  of  his  basic  model,  the  following  system 
can  be  obtained. 


Ct  = 

~  CyF(_x 

(2.8) 

Kt  =  kY{Y t—\ 

-  Yt_2 )  +  Kn-i 

(2.9) 

St- 1  = 

Yt- 2  -  Ct _i 

(2.10) 

St- 1 

-  Kt- 1 

(2.11) 

rt- 1  =  rM(t 

—  1  )M  +  ryF<_i 

(2.12) 

1.  See  J.  R.  Hicks,  op.  cit.,  Econometrica,  V  (April  1937),  153. 

2.  Hicks  writes  this  as  a  system  of  three  equations  with  three  unknowns, 
since  he  regards  S  =  K  and  so  surpresses  the  S  variable  altogether.  It  can  also 
be  noticed  that  he  writes  the  liquidity  preference  function  as  M  =  L(Y,r)  rather 
than  as  (2.4),  but  this  is  immaterial  for  the  purposes  in  hand. 
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or  re_!  =  rM{t  —  1  )M  +  ryY^x  +  rsSt- : 

Yt  =  Ct  +  Kt  (2.13) 

In  other  words,  there  are  six  independent  equations,  but  only  five 
dependent  variables;  viz.,  Yt,  Ct,  Kt,  <St_x  and  rt_x  ;  and  one  datum,  M. 
The  system  is  overdeterminate.  The  cause  of  this  stems  alone  from 
the  dynamizing  of  the  system.  In  the  model  presented  here  this  is 
essentially  evidenced  by  the  lagging  of  income,  and  it  is  the  lagging 
of  this  variable,  particularly  in  equations  (2.8),  (2.10)  and  (2.13), 
(and  not  in  the  rate  of  interest  equation)  that  creates  the  difficulty. 

In  my  previous  article3  I  introduced  an  additional  (short  term) 
rate  of  interest  bringing  the  number  of  dependent  variables  up  to  six. 
Now  I  think,  for  the  reasons  stated  in  the  text,  that  St  should  be 
regarded  as  ex  ante  saving  and  not  as  ex  post  saving.  Hence  the 
identity  (2.11)  should  be  abandoned,  so  reducing  the  equations  in 
the  above  system  to  five. 

3.  The  Integrated  Model 

This  system  follows  directly  once  the  adjustment  has  been  made 
to  the  set  (2.8)  to  (2.13).  Following  the  order  adopted  in  the  text  the 


system  can  be  presented  by  six4  basic  equations. 

Current  consumption: 

Ct  =  CyY t_x  (3.1) 

Previous  ex  ante  saving: 

$(-i  =  1 1-2  ~  Ct-i  =  (1  —  Cy)  P<-2  (3.2) 

Previous  rate  of  interest: 

i.  Continuously  repeated  inflationary  injection: 

rt- i  =  rs£>t- 1  +  TyY  t_i  +  rjvf(f  —  1  )M  (3.3a) 

ii.  Single  nonrepeated  inflationary  injection: 

rt-  i  =  rsSt- 1  +  ryYt_1  +  rMM  (3.3b) 

iii.  Noninflationary  injection: 

rt- i  =  rs^t- 1  +  ryYt-i  (3.3c) 


3.  See  A.  LI.  Wright,  op.  cit.,  Economic  Journal.  LXV  (Dec.  1955),  628 
and  633-34. 

4.  The  extra  equation  appears  because  the  additional  dependent  variable 
for  current  expenditure,  E(,  has  been  introduced  for  simplicity  of  presentation 
in  the  later  analysis. 
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Current  investment: 


Kt  —  ky(Yt_ 1  —  Yt_2)  +  krrt~i  (3.4) 

Current  total  expenditure: 

Et  —  Ct  +  Kt  (3.5) 

Current  income: 

i.  Single  nonrepeated  noninflationary  injection: 

Yt  =  Et  (3.6a) 

ii.  Continuously  repeated  noninflationary  injection: 

Yt  —  Et  +  X  (3.6b) 

iii.  Single  nonrepeated  inflationary  rejection: 

Yt=  Et  (3.6c) 

iv.  Continuously  repeated  inflationary  injection: 

Yt  =  Et  +  M  (3.6d) 

In  this  system  there  are  six  independent  equations,  (3.1)  to  (3.6), 
selecting  one  each  from  the  sets  (3.3)  and  (3.6).  There  are  six  depend¬ 
ent  variables,  viz.,  Yt,  Et,  Ct,  Kt,  and  rt_l;  and  one  datum,  either 
M  or  X.  The  system  is  thus  correctly  determinate. 

By  simple  elimination  it  will  be  found  that,  in  the  most  general 
case  of  the  continuously  repeated  inflationary  injection, 

Et  =  (ky  +  a)Yt^  -  (ky  -  /3)F,_2  +  krrM(t  -  1  )M.  (3.7) 

Depending  on  the  assumptions  regarding  the  nature  of  the  exoge¬ 
nous  injection,  this  gives  rise  to  four  equations  for  determining  current 
income. 

i.  Single  nonrepeated  noninflationary  injection: 

Yt  =  (ky  +  Ol)Y t_i  —  (ky  0)Y(— 2  (3.8) 

It  will  be  noticed  immediately  that  in  the  Hicksian  model  kT  =  0,  so 
that  a  =  cY  and  /3  =  0;  in  the  case  of  (3.8),  then,  these  limitations 
reduce  the  equation  to  that  of  Hicks’s  basic  model. 

ii.  Continuously  repeated  noninflationary  injection: 

Yt  -  (ky  +  a)Ft_x  -  (ky  -  /3)Fj_2  +  X  (3.9) 

iii.  Single  nonrepeated  inflationary  injection 

Yt  =  (kY  +  aOF^i  —  (kY  —  /3)F<_  2  +  ktrMM 


(3.10) 
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iv.  Continuously  repeated  inflationary  injection: 

Yt  —  ( kY  +  a)Y t_i  —  ( kY  —  P)Yt- 2  +  [1  +  krrM(t  —  1  )]M  (3.11) 


4.  The  Properties  of  the  Integrated  Model 

The  Particular  Solutions:  The  permanent  effects  of  the  exogenous 
injections  on  the  levels  of  income  are  given  by  the  particular  solutions 
of  equations  (3.8)  to  (3.11). 

i.  Single  nonrepeated  noninflationary  injection: here  the  particular 
solution  is  obviously  zero. 

ii.  Continuously  repeated  noninflationary  injection:  the  particular 
solution  is  given  by  a  constant  Z\,  where 

z,  =  - - - - -I>0  (4.1) 

1  —  a  —  0 


iii.  Single  nonrepeated  inflationary  injection :  the  particular  solution 
is  again  given  by  a  constant,  zz,  where 


Z2 


krrM 


M 


1  —  a  —  0 


(4.2) 


Since  1  >  krrM  >  0,  then  it  follows  that  Zi  >  z2  >  0,  for  M  —  X. 

iv.  Continuously  repeated  inflationary  injection:  the  particular  solu¬ 
tion  in  this  case  is  not  given  by  a  constant,  but  takes  the  form5 
23  +  Z4 1,  where 

-  I  -  t  —  M  f~i  i  krTM[kY  —  (1  +  £)]  .1  . 

Zs  +  -  i  _  _  aL1  +  i  -c-  0  +  k™'  J- (43) 

Since  kxrM  >  0,  income  must  expand  divergently. 

The  Complementary  Solution.  In  all  four  cases  the  reduced 
auxiliary  equation  is  the  same,  viz., 

f(y )  =  y2  -  ( ky  +  a)y  +  (kY  —  )3)  =  0  (4.4) 

and  from  this  the  cyclical  characteristics  of  the  system  can  be  easily 
determined.  The  roots  of  (4.4)  can  be  separated  immediately  into 
the  four  following  cases,  since  the  modulus  of  the  equation  is  V  kY  —  /3. 

1.  kY  >  [/3  +  (1  +  Vl  -  a  -  /3)2]  (4.5) 

Real  roots 


2.  [0  +  (1  +  Vl  -  «  -  0)2]  >  ky  >  (1  +  0)  (4.6) 

Complex  roots  with  modulus  greater  than  unity 

5.  For  the  calculation  of  this  solution,  which  is  little  used  in  economic 
theory,  see,  e.g.,  W.  L.  Ferrar,  “Higher  Algebra,”  pp.  120-21. 
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3.  (1  +  0)  >  kY  >  [0  -f  (1  —  Vl  —  a  —  0)2]  (4.7) 

Complex  roots  with  modulus  less  than  unity 

4.  [0  +  (1  -  Vl  -  a  -  0)2]  >  kY  (4.8) 

Real  roots 

Now 

/(  —  1)  =  1  +  kY  a  kY  —  0  =  1  +  2kY  +  a  —  0  >  0  (4.9) 

/( 0)  =  kY  -  0  >  0  (4.10) 

/(+1)  =  1  -kY-a  +  kY-0  =  1  —  a  —  0  >  0  (4.11) 

Similarly,  it  can  be  seen  that  f(y )  is  positive  for  any  larger  positive 
values  of  y  and  for  any  larger  negative  values  of  y.  If,  therefore,  (4.4) 
has  real  roots  both  of  them  must  lie  within  the  ranges  (+oc)  to  (+1), 
(+1)  to  0.  0  to  (  —  1)  and  (  —  1)  to  (  — oc),  but  since  the  sum  of  the 
roots  is  positive  the  negative  roots  are  ruled  out. 

If  kY  >  [0  +  (1  +  Vl  —  a  —  /3)2]  it  follows  directly  by  squar¬ 
ing  out  the  bracket  that  kY  >[(2  —  a)  +  2V1  —  a  —  0],  If  this  is 
so,  then  an  analysis  of  the  sum  of  the  roots,  yi  +  yi,  shows  that 

2/i  +  2/2  =  kY  +  a  >  (2  —  a)  +  2Vl  —  a  —  0)  -f-  a  = 

2(1  +  Vl  -  a  -  0)  >  2  .  (4.12) 

Hence  each  of  the  roots  must  be  greater  than  unity.  Similarly,  if 

kY  <  10  +  (1  -  Vl  —  a  —  0)2]  then,  by  squaring  out  the  bracket, 

kY  <  [(2  —  a:)  —  2V 1  —  a.  —  0s)  and 

2/i  +  2/2  =  kY  +  a  <  ( 2  —  a)  —  2Vl—  a  —  /3  +  ex  = 

2(1  -  V"l  -  a  -  0)  <  2  (4.13) 

so  that  each  of  the  roots  must  be  less  than  unity.  Consequently,  if 
(4.5)  holds,  each  root  of  the  auxiliary  equation  (4.4)  is  greajter  than 
unity,  while  if  (4.8)  holds,  each  root  lies  between  unity  and  zero. 

If  (4.6)  holds,  it  is  obvious  that  cycles  of  ever-increasing  ampli¬ 
tude  are  set  up:  with  (4.7),  cycles  of  ever-decreasing  amplitude 
appear. 


350 


QUARTERLY  JOURNAL  OF  ECONOMICS 


The  General  Solutions.  Since  the  difference  equations  are  of  the 
simple  linear  type,  the  general  solutions  are  obtained  by  adding  the 
particular  solutions,  say  Z,  where  Z  takes  one  of  the  forms  O^or  (4.1) 
to  (4.3),  to  the  complementary  solution,  say  Axyx  +  A2y2,  where 
yx  and  yt  are  the  roots  of  the  reduced  auxiliary  equation  (4.4). 

Consequently,  ,  i  1/n 

Yt  =  Z  Ar  Axy i  +  A2y2  (4.14) 


where  Ax  and  At  depend  on  the  initial  conditions.  The  properties  of 
this  equation  for  all  four  forms  of  Z  and  the  four  possibilities  for  yx  and 
y2  are  obvious,  and  are  set  out  in  the  table  on  page  343. 
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What  is  it  we  mean  by  “market  failure”?  Typically,  at  least  in 
allocation  theory,  we  mean  the  failure  of  a  more  or  less  idealized 
system  of  price-market  institutions  to  sustain  “desirable”  activities 
or  to  estop  “undesirable”  activities.1  The  desirability  of  an  activity, 
in  turn,  is  evaluated  relative  to  the  solution  values  of  some  explicit 
or  implied  maximum- welfare  problem. 

It  is  the  central  theorem  of  modern  welfare  economics  that  under 
certain  strong  assumptions  about  technology,  tastes,  and  producers’ 
motivations,  the  equilibrium  conditions  which  characterize  a  system 
of  competitive  markets  will  exactly  correspond  to  the  requirements  of 
Paretian  efficiency.2  Further,  if  competitively  imputed  incomes  are 
continuously  redistributed  in  costless  lump-sum  fashion  so  as  to 
achieve  the  income-distribution  implied  by  a  social  welfare  function, 
then  the  competitive  market  solution  will  correspond  to  the  one 
electronically  calculated  Pareto-efficient  solution  which  maximizes, 
subject  only  to  tastes,  technology  and  initial  endowments,  that  par¬ 
ticular  welfare  function.3 

*  Center  for  International  Studies  and  Department  of  Economics,  Massa¬ 
chusetts  Institute  of  Technology. 

I  am  much  indebted  to  R.  S.  Eckaus  and  R.  M.  Solow  for  detailed  comment 
and  discussion. 

1.  “Activities”  broadly  defined,  to  cover  consumption  as  well  as  production. 

2.  I.e.,  to  the  conditions  which  define  the  attainable  frontier  of  maximal 
utility  combinations  with  given  preference  functions,  resource  endowments  and 
technology.  A  community  is  on  its  Paretian  frontier  if  it  is  impossible  to  make 
anyone  better  off  (in  terms  of  his  own  ordinal  preference  function)  without  mak¬ 
ing  someone  else  worse  off.  Associated  with  the  utility  possibility  frontier,  in 
turn,  is  a  production  possibility  frontier  denoting  maximal  alternative  output 
combinations.  (Cf.  my  “Simple  Analytics  of  Welfare  Maximization,”  American 
Economic  Review,  XLVII  (Mar.  1957),  22-59,  and  references  therein.) 

3.  In  other  words,  given  the  “right”  lump-sum  taxes,  markets  will  match 
the  allocation  called  for  by  the  point  of  tangency  of  the  relevant  W-function  with 
the  utility-possibility  frontier,  i.e.,  by  the  “bliss  point.”  The  TE-function  need 
not,  of  course,  be  explicit  —  it  could  be  implicit  in  the  political  power-configura¬ 
tion  which  characterizes  a  community.  On  the  other  hand,  it  cannot  be  just  any 
kind  of  function.  It  has  to  have  some  special  characteristics  which  reflect  a 
number  of  ethic-loaded  restrictions,  e.g.,  that  individuals’  preference  functions 
are  to  count,  and  to  count  positively  (cf.,  ibid.,  and  Section  V  below). 
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Many  things  in  the  real  world  violate  such  correspondence : 
imperfect  information,  inertia  and  resistance  to  change,  the  infeasi¬ 
bility  of  costless  lump-sum  taxes,  businessmen’s  desire  for  a  ‘‘quiet 
life,”  uncertainty  and  inconsistent  expectations,  the  vagaries  of  aggre¬ 
gate  demand,  etc.  With  most  of  these  I  am  not  here  concerned:  they 
have  to  do  with  the  efficiency  of  “real  life”  market  institutions 
operated  by  “real  life”  people  in  a  nonstationary  world  of  uncertainty, 
miscalculation,  etc. 

What  follows  is  an  attempt,  rather,  to  explore  and  order  those 
phenomena  which  cause  even  errorless  profit-  and  preference-maximiz¬ 
ing  calculation  in  a  stationary  context  of  perfect  (though  limited) 
information  and  foresight  to  fail  to  sustain  Pareto-efficient  allocation. 
I  am  concerned,  in  other  words,  with  the  decentralizing  efficiency  of 
that  regime  of  signals,  rules  and  built-in  sanctions  which  defines  a 
price-market  system.4 

Specifically,  Section  I  sets  out  the  necessary  conditions  for  effi¬ 
ciency  of  decentralized  price-profit  calculations  both  in  a  “laissez- 
faire”  and  in  a  “socialist”  setting  of  Lange-Lerner  civil  servants. 
Section  II  is  a  brief  digression  on  an  often  discussed  mode  of  failure 
in  these  conditions:  neoclassical  external  economies.  It  is  concluded 
that  the  modern  formulation  of  the  doctrine,  in  terms  of  “direct  inter¬ 
action,”  begs  more  questions  than  it  answers;  further,  that  the  usual 
emphasis  on  “divorce  of  scarcity  from  effective  ownership”  is  mis¬ 
placed.  Section  III,  then,  suggests  a  comprehensive  ordering  of  types 
of  market  failure,  with  generalized  indivisibility,  public  goods,  and. 
last  and  least,  nonappropriability  as  the  villains  of  the  piece.  Section 
IV  consists  of  some  comments  on  the  Meade  and  Scitovsky  classifica¬ 
tions  of  external  economies;  on  the  analytical  link  between  indivisi¬ 
bility  and  public  goods;  on  the  significance  of  "exclusion”;  on  organ¬ 
izational  arrangements  designed  to  offset  externality;  and  on  blends 
of  the  various  types  of  market  failure.  Section  V  concludes  with 
some  cautionary  notes  on  the  relevance  of  market-efficiency  for  choice 
of  institutions. 

4.  In  most  of  what  follows,  I  shall  assume  that  individual  preferences, 
though  not  necessarily  sensitive  only  to  own-consumption,  are  representable  bv 
strictly  convex  indifference  surfaces  (i.e.,  by  an  ordering  (.one  for  each  individual 
such  that  all  points  on  a  straight  line  connecting  two  equivalent  points  x  and  y 
are  preterred  to  x  (hence  to  y)).  But  convexity  is  too  restrictive.  It  excludes 
not  only  such  characteristics  of  man's  psyche  as  violate  the  -usual"  regularities 
these  I  do  want  to  exclude  —  but  also  such  physical  and  topographical  facts 
as  lumpy  consumption-goods.  Rather  than  attempt  a  specification  of  preferences 
with  convex-hlce  properties  where  choice  must  be  made  among  discrete  bundles 
I  dodge  the  problem  by  attributing  lumpiness  only  to  inputs  ^including  however' 
inputs  that  are  intermediate  outputs). 
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I.  The  Conditions  of  Market  Efficiency 

The  central  theorem  of  modern  welfare  economics,  the  so-called 
duality  theorem,  asserts  a  correspondence  between  Pareto  efficiency 
and  market  performance.  Its  analytical  essence  lies  in  the  remark¬ 
able  fact  that  with  all-round  convexity,  independence  of  tastes,  etc., 
the  technocratically  formulated,  institutionally  neutral,  Paretian 
maximum-of-welfare  problem  has  embedded  within  it  a  set  of  con¬ 
stants:  “duals,”  Lagrangean  multipliers,  shadow-prices,  which  have 
all  the  analytical  characteristics  of  prices,  wages,  rents,  interest 
rates.5 6  Correspondence  between  Pareto-efficiency  and  market  per¬ 
formance  implies,  at  the  least,  that  decentralized  decisions  in  response 
to  these  “prices”  by  atomistic  profit-  and  satisfaction-maximizers 
sustain  just  that  constellation  of  inputs,  outputs  and  commodity- 
distribution,  that  the  maximum  of  the  specified  social  welfare  func¬ 
tion  calls  for.  It  implies,  in  other  words,  that  decentralized  market 
calculations  correctly  account  for  all  “economic”  costs  and  benefits 
to  which  the  relevant  IT-function  is  sensitive.8 

Duality  can  fail  in  many  ways.  Specifically,  and  in  a  statical  and 
“laissez-faire”  context:7 

(1)  Duality  will  fail  unless  the  Pareto-efficient  (a)  input-output 
points  (production)  and  (b)  associated  commodity  distribution  points 
(exchange)  which  associate  with  the  maximum  of  the  welfare  function 
in  hand  are  characterized  by  a  complete  set  of  marginal-rate-of- 
substitution  (MRS)  equalities  (or  limiting  inequalities)  which,  in 


5.  The  theorem  holds  for  the  statical  steady-state  flow  model  of  the  Walrasian 
sort  where  the  solution  values  are  stationary  time-rates;  it  holds,  also,  for  dynami¬ 
cal  systems  involving  capital  formation  (given,  still,  convexity  throughout).  For 
these  last,  the  solution  values  are  time  paths  of  inputs,  outputs,  prices,  etc.  (A 
set  of  points  is  convex  if,  and  only  if,  the  straight  lines  connecting  all  possible 
pairs  do  not  anywhere  pass  outside  the  set.  The  set  of  feasible  output  points 
bounded  by  a  production  possibility  curve  is  convex,  for  instance,  if  the  curve 
itself  is  concave-to-the-origin  or  a  straight  line.  On  all  this,  see  Section  V  of 

“Simple  Analytics,”  ibid.)  ...  .  ... 

6.  Given,  again,  optimal  lump-sum  redistribution  of  as-imputed  incomes. 
While  I  make  use  of  the  lump-sum  transfer  device  throughout  this  paper  to 
abstract  from  the  income  distribution  problem  and  permit  exclusive  attention  to 
Pareto  efficiency,  it  is  well  to  note  that  this  involves  a  measure  of  sleight-oi-hand. 
No  decentralized  price-market  type  “game”  can  reveal  the  pattern  of  taxes  and 
transfers  that  would  maximize  a  particular  welfare  function.  Central  calcu  a- 
tion  —  implicit  if  not  explicit  —  is  unavoidable.  Moreover,  since  distribution 
(hence  correct  redistribution)  of  numeraire-incomes  interdepends  with  allocation 
in  production  and  exchange,  the  supposedly  automatic,  nonpolitical  character  of 
market  mediation  is  a  myth  on  the  strictest  neoclassical  assumptions.  This  is 
not  to  say,  even  on  our  stratospheric  levels  of  abstraction  that  markets  are 
“useless.”  Where  they  do  compute  well  we  are  saved  an  awful  lot  of  calculation. 

7.  With  optimal  redistribution. 
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turn,  yield  a  set  of  price-like  constants.  Where  no  such  constants 
exist,  reference  will  be  to  failure  of  existence .8 

(2)  Should  such  an  associated  set  of  Lagrangean  parameters 
exist,  duality  would  nevertheless  fail,  specifically  in  production,  unless 
the  bliss  configuration  of  inputs  and  outputs,  evaluated  in  terms  of 
these  price  parameters,  will  yield :  (a)  a  local  profit-maximum  position 
for  each  producer,  rather  than,  as  possible,  a  profit  minimum;  (b)  non¬ 
negative  profits  for  all  producers  from  whom  production  is  required; 
(c)  maximum  profits-in-the-large  for  each  producer.  Failure  on 
counts  (a)  and  (c)  will  be  labeled  failure  by  signal,  that  on  count  (b) 
failure  by  incentive .9 

(3)  Even  if  all  efficient  production  configurations,  or  the  one 
which  maximizes  a  particular  welfare-function,  coincide  with  points 
of  maximum  and  non-negative  producers’  profits,  market  mediation 
may  fail  in  production.  If  prices  are  determined  by  market  forces, 
they  will  not  correspond  to  a  Paretian  maximum  unless  self-policing 
perfect  competition  obtains  in  all  markets.  Self-policing  competition 
requires  “very  many”  producers  in  every  market.1  If,  then,  for 
whatever  reason,  some  markets  are  saturated  by  a  few  firms  of 
“efficient”  scale,  the  full  welfare-maximum  solution  of  inputs,  outputs 
and  prices  will  not  be  sustained.  There  will  be  failure  by  structure. 

(4)  Finally,  even  if  all  above  is  satisfied,  market  performance 
could  still  fail,  and  fail  in  a  statical  sense,  due  to  arbitrary  legal  and 
organizational  “imperfections,”  or  feasibility  limitations  on  “keeping 
book,”  such  as  leave  some  inputs  or  outputs  “hidden,”  or  preclude 
their  explicit  allocation  or  capture  by  market  processes  (e.g.,  the 
restriction,  unless  I  go  into  baseball,  on  the  sale  of  the  capitalized 
value  of  my  lifetime  services).  Failure  is  by  enforcement. 

8.  We  could  consider,  instead,  the  configuration  which  associates  with  the 
initial  pattern  of  ownership  of  endowment.  Or  we  could  play  it  safe  and  extend 
the  conditions  to  cover  each  and  every  Pareto  efficient  configuration.  But  this 
would  be  overly  strict,  since  many  efficient  situations  have  no  relevance  either  to 
any  interesting  W-functions  or  in  terms  of  the  initial  distribution  of  scarcities. 

It  may  be  worth  noting,  incidentally,  that  “existence,”  as  used  above,  is 
not  the  same  as  existence  in  the  sense  of,  e.g.,  Arrow  and  Debreu  (in  “Existence 
of  an  Equilibrium  for  a  Competitive  Economy,”  Econometrica,  Vol.  22  (July  1954), 
pp.  265-90).  They  use  the  term  to  denote  the  complete  set  of  conditions  which 
defines  competitive  equilibrium,  and  this  includes,  in  addition  to  all  that  is 
implied  by  (1)  above,  conditions  akin  to  my  conditions  (2),  and  some  analogous 
conditions  on  consumers. 

9.  This  is  slightly  misleading:  as  we  shall  see,  failure  on  count  (c)  leads  both 
to  signaling  and  to  incentive  troubles.  Anyway,  the  labels  are  only  for  expository 
convenience. 

1.  Or  at  least  the  potentiality  of  very  many  producers,  ready  and  able  to 
“enter  the  fray”  instantaneously.  This  may  be  sufficient  in  the  constant-cost 
case,  where  the  equilibrium  number  of  firms  per  industry  is  indeterminate. 
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All  the  above  are  germane  to  duality  in  its  usual  sense,  to  the 
statical  Pareto-efficiency  of  laissez-faire  markets  with  genuine  profit- 
and  satisfaction-seekers.2  Conditions  (1),  (2)  and  (4)  are  relevant, 
also,  to  the  decentralizing  efficiency  of  a  Lange-Lerner  type  organiza¬ 
tional  scheme.  In  its  “capitalist”  version,  with  profit-motivated 
operation  of  privately-owned  means  of  production  where  it  is  simply 
an  anti-monopoly  device  to  assure  parametric  take-prices-as-given 
behavior,  conditions  (1),  (2)  and  (4)  are  all  necessary  for  efficiency. 
Of  course  condition  (3) :  self-policing  competition,  no  longer  matters. 

In  its  true  socialist  version,  a  Lange-Lerner  system  can  afford  to 
“fail”  also  “by  incentive,”  (2b).  Socialist  civil  servants,  under  injunc¬ 
tion  to  maximize  profit  (in  the  small)  in  terms  of  fixed  centrally- 
quoted  prices,  care  or  should  care  not  at  all  about  absolute  profit¬ 
ability.  By  assumption  the  scheme  can  dispense  with  the  built-in 
incentive  of  positive  profit :  the  lure  of  bureaucratic  advancement,  the 
image  of  Siberia,  or  the  old  school  tie  presumably  substitute  for  the 
urge  to  get  rich.  But  if  prices  and  the  injunction  to  maximize  profit 
are  to  be  used  to  decentralize,  condition  (1) :  existence,  and  (2a)  and 
(2c):  correct  and  unambiguous  signals,  remain  crucial.3  So  does 
condition  (4):  the  solution  of  quantities  and  prices  need  not  be 
profitable  and  self-enforcing,  but  it  does  have  to  be  enforceable.  If 
the  nectar  in  apple  blossoms  is  scarce  and  carries  a  positive  shadow 
price,  it  must  be  possible  to  make  every  beekeeper  pay  for  his 
charges’  meals. 

It  warrants  repetition  that  this  has  to  do  with  whether  a  decen¬ 
tralized  price-market  game  will  or  will  not  sustain  a  Pareto-efficient 
configuration.  The  word  sustain  is  critical.  There  exists  a  host  of 
further  considerations  which  bear  on  dynamical  questions  of  adjust¬ 
ment,  of  “how  the  system  gets  there.”  (E.g.,  will  some  “natural” 
price-market  type  computational  routine  of  price-quantity  responses 
with  a  meaningful  institutional  counterpart  tend  to  track  the  solu¬ 
tion?)  These  are  not  here  at  issue.  We  shall  be  concerned  only  with 
the  prior  problem  of  whether  a  price-market  system  which  finds  itself 


2.  The  mathematically  minded  will  object  that  (.3)  and  (4),  at  least,  do  not 
really  violate  “duality”  in  its  strict  mathematical  sense;  the  dual  minimum  prob¬ 
lem  still  yields  Lagrangean  constants.  True,  yet  I  think  it  suggestive  to  use 
“duality”  rather  more  loosely  as  a  label  for  the  general  welfare  theorem,  particu¬ 
larly  as  this  does  not  lead,  in  this  context,  to  any  ambiguity. 

3.  It  is  tempting,  but  wrong,  to  suggest  that  in  a  true  Lange-Lerner  world 
totals  do  not  matter  and  only  margins  count.  It  is  true  that  the  non-negativeness 
of  profits  is  immaterial.  Where  there  is  any  sharing  of  shadow-price  sets  by  two 
or  more  production  points,  however,  totals  necessarily  become  a  part  of  the 
signaling  system  and  if  2(c)  does  not  hold  they  may  lead  down  the  garden  path. 
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at  the  maximum-welfare  point  will  or  will  not  tend  to  remain  there.4 

The  relevant  literature  is  rich  but  confusing.  It  abounds  in 
mutually  reinforcing  and  overlapping  descriptions  and  explanations 
of  market  failure:  external  economies,  indivisibility,  nonappropri¬ 
ability,  direct  interaction,  public  goods,  atmosphere,  etc.  In  a  sense, 
our  problem  is  simply  to  sort  out  the  relations  among  these.  In  doing 
so,  it  is  appropriate  and  useful  to  begin  with  a  brief  review  of  the 
neoclassical  doctrine  of  external  economies  and  of  its  modern  formula¬ 
tion  in  terms  of  “direct  interaction.” 

II.  Neoclassical  External  Economies:  A  Digression 
By  Way  of  Some  History 

Marshall,  as  has  often  been  pointed  out,  proposed  the  external 
economy  argument  to  explain,  without  resort  to  dynamics,  the  phe¬ 
nomenon  of  a  negatively  sloped  (“forward  falling”)  long-run  industry 
supply  curve  in  terms  consistent  with  a  horizontal  or  rising  marginal 
cost  curve  (MC)  in  the  “representative”  firm.  The  device  permits  — 
in  logic,  if  not  in  fact  —  long-run  competitive  equilibrium  of  many 
firms  within  an  industry,  each  producing  at  its  profit-maximum  price- 
equal-to-a-rising-M C  position,  without  foreclosing  the  possibility  of  a 
falling  supply  price  with  rising  industry  output.5 

The  mechanism  is  simple.  It  is  postulated  that  an  expansion  in 
the  output  of  the  industry  as  a  whole  brings  into  play  economies 
which  cause  a  downward  shift  of  the  cost  curves  of  all  the  component 

4.  More  precisely,  whether  the  point  of  maximum  welfare  is  or  is  not  a 
point  of  self-policing  and  “enforceable”  market  equilibrium,  where,  following 
common  usage,  equilibrium  is  defined  to  subsume  both  the  first-order  and  the 
second-order  inequalities  for  a  maximum.  A  firm,  for  instance,  is  taken  to  be 
in  equilibrium  only  at  a  point  of  maximum  profit.  This  way  of  defining  equi¬ 
librium  does  bring  in  issues  of  stability,  hence  some  implicit  dynamics.  In  par¬ 
ticular,  the  word  “sustain”  is  taken  to  imply  some  scanning  or  reconnaissance  by 
producers  and  consumers  at  least  in  the  neighborhood  of  equilibrium.  But  I  do 
not  think  it  does  any  harm  to  subsume  this  much  stability  in  the  equilibrium 
notion.  The  possibility  of  a  firm  in  unstable  “equilibrium,”  i.e.,  in  equilibrium 
at  a  point  of  minimum  profit,  is  hardly  likely  to  be  of  import. 

On  the  other  hand,  correspondence  between  Pareto-efficiency  and  the  equi¬ 
librium  state  of  perfectly  competitive  markets  is  not  sufficient  to  insure  market 
efficiency.  It  is  the  burden  of  “failure  by  structure”  that  markets  may  fail  to  be 
competitive,  and  of  “failure  by  enforcement”  that  legal  or  institutional  constraints 
may  prevent  competitive  markets  from  allocating  efficiently,  even  though  there 
does  exist  a  competitive  equilibrium  for  each  Pareto-efficient  configuration. 
“Existence”  in  the  sense  of  Arrow  and  Debreu  (op.  cit.)  is  necessary  but  not 
sufficient  for  market-efficiency  in  the  present  context. 

5.  This  refers  to  a  so-called  Marshallian  supply  curve.  It  has  nothing  what¬ 
ever  to  do  with  the  Walrasian  “maximum  quantity  supplied  at  a  given  price” 
type  schedule. 
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firms.  These  economies,  however,  are  not  subject  to  exploitation  by 
any  one  of  the  myriad  of  tiny  atomized  firms.  Their  own  MC  curves, 
at  p  =  MC,  rise  both  before  and  after  the  shift,  due,  presumably,  to 
internal  diseconomies  associated  with  the  entrepreneurial  function 
which  defines  the  firm.  Even  the  modern  formulation  is  not  entirely 
without  ambiguity  —  institutional  ambiguity  is  intrinsic  to  the  device 
of  parametrization :  how  many  firms  does  it  take  for  the  demand 
curve  of  each  to  be  perfectly  horizontal?  —  but  it  does  provide  a 
means  for  “saving”  the  competitive  model,  of  ducking  the  monopoly 
problem. 

Marshall,  and  also  Professor  Pigou,  “preferred,”  as  it  were,  the 
other  horn  of  what  they  perhaps  saw  as  a  dilemma.  The  external 
economy  device,  while  saving  competition,  implies  a  flaw  in  the  effi¬ 
cacy  of  the  “invisible  hand”  in  guiding  production.6  “Price  equal  to 
MC”  is  saved,  but  wrong.  Market  forces,  they  argued,  will  not  give 
enough  output  by  industries  enjoying  external  economies  and  will 
cause  industries  with  rising  supply  curves  to  overexpand.  Hence  the 
Marshall-Pigou  prescription:  to  harmonize  private  production  deci¬ 
sions  with  public  welfare,  tax  the  latter  set  of  industries  and  subsidize 
the  former. 

It  took  the  better  part  of  thirty  years,  and  the  cumulative  powers 
of  Allyn  Young,  and  Messrs.  Robertson,  Knight,  Sraffa,  and  Viner, 
to  unravel  the  threads  of  truth  and  error  which  run  through  the 
Marshall-Pigou  argument.7  The  crucial  distinction,  which  provides 
the  key  to  it  all,,  is  between  what  Viner  labeled  technological  external 
economies,  on  the  one  hand,  and  pecuniary  external  economies  on  the 
other.  The  latter,  if  dominant,  cause  the  long-run  supply  curve  of 
an  industry,  say  A,  to  decline  because  the  price  of  an  input,  B,  falls 
in  response  to  an  increase  in  A’s  demand  for  it.  The  technological 
variety,  on  the  other  hand,  though  also  a  reversible  function  of  indus¬ 
try  output,  consists  in  organizational  or  other  improvements  in  effi¬ 
ciency  which  do  not  show  up  in  input  prices.8 

6.  That  there  are  difficulties  also  with  income  distribution  was  by  that  time 
generally  recognized. 

7.  The  strategic  articles,  with  the  exception  of  Young’s  (“Pigou’s  Wealth 
and  Welfare,”  this  Journal,  XXVII  (1913),  672-86),  as  well  as  Ellis  and  Fellner’s 
1943  treatment,  have  all  been  reprinted  in  American  Economic  Association, 
Readings  in  Price  Theory,  ed.  Stigler  &  Boulding.  For  an  excellent  modern  dis¬ 
cussion,  see  R.  L.  Bishop,  Economic  Theory  (to  appear). 

8.  Note,  however,  that  there  need  be  nothing  about  an  organizational 
improvement  to  make  it  obvious  in  advance  whether  it  will  turn  out  to  be  techno¬ 
logical  or,  through  “internalization,”  pecuniary.  Many  trade-association  type 
services  which  are  justified  by  the  scale  of  an  industry  could  as  well  be  provided 
commercially,  and  vice  versa. 
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As  regards  pecuniary  external  economies,  Robertson  and  Sraffa 
made  it  clear  that  in  a  sense  both  the  Marshall-Pigou  conclusions 
were  wrong.  For  one  thing,  no  subsidy  is  called  for.  The  implied 
gains  in  efficiency  are  adequately  signaled  by  the  input  price,  and 
profit-maximizing  output  levels  by  the  A-firms  are  socially  efficient. 
Second,  monopoly  troubles  may  be  with  us,  via,  as  it  were,  the  back 
door.  For  what  causes  the  price  of  B  to  drop  in  response  to  increased 
demand?  We  are  back  where  we  started:  a  declining  long-run  supply 
curve. 

In  the  end,  then,  if  internal  technological  economies  of  scale  are 
ruled  out,  we  are  left  with  only  technological  external  economies.  All 
pecuniary  external  economies  must  be  due  to  technological  economies 
somewhere  in  the  system.9  It  is  true  —  and  this  is  what  remains  of 
the  original  Marshall-Pigou  proposition  —  that  technological  exter¬ 
nalities  are  not  correctly  accounted  for  by  prices,  that  they  violate 
the  efficiency  of  decentralized  market  calculation. 

The  Modern  Formulation 1 

In  its  modern  version,  the  notion  of  external  economies  —  exter¬ 
nal  economies  proper  that  is:  Viner’s  technological  variety  —  belongs 
to  a  more  general  doctrine  of  “direct  interaction.”  Such  interaction, 
whether  it  involves  producer-producer,  consumer-consumer,  producer- 
consumer,  or  employer-employee  relations,  consists  in  interdepend¬ 
ences  that  are  external  to  the  price  system,  hence  unaccounted  for  by 
market  valuations.  Analytically,  it  implies  the  nonindependence  of 
various  preference  and  production  functions.  Its  effect  is  to  cause 
divergence  between  private  and  social  cost-benefit  calculation. 

That  this  is  so,  is  easily  demonstrated  by  means  of  a  simplified 
variant  of  a  production  model  suggested  by  J.  E.  Meade.2  Assume 
a  world  of  all-round  perfect  competition  where  a  single  purchasable 
and  inelastically  supplied  input,  labor  (L),  is  used  to  produce  two 
homogeneous  and  divisible  goods,  apples  (A)  and  honey  ( H ),  at 
nonincreasing  returns  to  scale.  But  while  the  output  of  A  is  depend¬ 
ent  only  on  LA  :  A  =  A(La),  honey  production  is  sensitive  also  to 
the  level  of  apple  output:  H  =  H(Lh,  A(La)).  (Professor  Meade 

9.  Pecuniary  diseconomies,  in  contrast,  need  have  no  technological  counter¬ 
part.  Finite-elastic  supplies  of  unproduced  inputs  are  a  sufficient  cause.  Recall, 
incidentally,  that  only  narrowly  statical  reversible  phenomena  are  admissible  here. 

1.  While  this  section  makes  some  slight  use  of  elementary  calculus,  the 
reader  uninterested  in  technicalities  may  avoid,  without  loss  of  continuity,  all 
but  some  simple  notation. 

2.  Economic  Journal,  LXII  (Mar.  1952).  Meade  uses  a  two  factor  model 
and,  while  he  does  not  explicitly  solve  the  Paretian  maximum  problem,  shows 
that  market  imputed  rates  of  remuneration  will  not  match  marginal  social  product. 
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makes  pleasurable  the  thought  of  apple  blossoms  making  for  honey 
abundance.)3 

By  solving  the  usual  constrained  maximum  problem  for  the 
production-possibility  curve,  it  can  be  shown  that  Paretian  produc¬ 
tion  efficiency  implies 


dH 

6L„  = 

(1) 

dA  ,  dH  dA 

-f-  Pjj  —  w 

dLA  F  dA  dLA 

(2) 

where  pH,  pA,  and  w  represent  the  prices,  respectively,  of  honey, 
apples  and  labor.4  Equation  (1)  is  familiar  enough  and  consistent 
with  profit  maximizing.  Each  competitive  honey  producer  will  do 
for  profit  what  he  must  for  efficiency:  hire  labor  until  the  value  of  its 
social  as  well  as  private  marginal  product  equals  the  wage  rate.  Not 

dH 

so  the  apple  producers;  unless  —  =  0  —  unless  the  cross  effect  of 

apples  on  honey  is  zero  —  their  profit-maximizing  production  deci¬ 
sions  will  be  nonefficient.  Specifically,  if  apples  have  a  positive  exter¬ 
nal  effect  on  honey  output,  market-determined  LA  will  be  less  than 
is  socially  desirable.5 

A  different  way  to  see  this  is  to  examine  the  relations  of  private  to 
social  marginal  cost.  The  marginal  money  cost  of  apples  to  the  com- 

3.  Both  functions  are  assumed  homogeneous  of  degree  one.  Moreover,  apple 
blossoms  (or  the  nectar  therein)  are  exhaustible,  rationable  “private  goods: 
more  nectar  to  one  bee  means  less  to  another.  On  the  need  for  this  assumption, 
see  Section  III-3  below. 

4.  Assuming  internal  tangencies  and  all-round  convexity  (the  last  is  implicit 
in  constant  returns  to  L:  the  A -effect  on  H  reinforces  convexity),  as  well  as  non¬ 
satiation  and  nonredundancy  ( L  =  LA  +  LH),  the  maximization  of  PaA  +  PjjH, 
subject  to  the  production  functions  and  the  supply  of  labor,  is  equivalent 
to  finding  a  critical  value  for  the  Lagrangean  expression,  F  =  pAA{LA)  + 
PhH[Lh;  MLa))  +  w(L  —  LA  —  Lh).  To  do  so,  differentiate  F  with  respect 
to  La  and  Ljj,  treating  pA,  p^j  and  w  as  arbitrary  constants  and  set  the  resulting 

first  order  partial  derivatives  equal  to  zero.  This  will  give  exactly  (1)  and  (2). 
(Needless  to  say,  the  value  weights  can  be  varied  at  will,  or  taken  as  given.) 

5.  To  see  this,  rewrite  (2)  to  read  = - ^  anc*  match  it  against 

A  Pa  +  PHdA 


...  ,  dA  w  .  dH  <  „ 

the  profit-maximizing  rule,  =  — ’  Clearly,  ^  >  u 

a  Pa 
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1 
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petitive  apple  producer  is  — — — ;  that  of  honey  to  the  beekeeper, 

dA/dLA 

w  dH/dLjj  .  . 

— — - .  It  is  the  ratio  of  the  two :  ,  „  .  ,  that  competitive  market- 

dH/dLH  dA/dLA 

mediation  brings  into  equality  with  the  equilibrating  configuration  of 
relative  prices.  Markets  will  be  efficient  if,  and  only  if,  this  private 
marginal  cost  ratio  reflects  the  true  marginal  cost  to  society  of  an 
extra  apple  in  terms  of  foregone  honey:  the  marginal  rate  of  trans¬ 
formation  between  H  and  A. 

What  is  MRT  in  the  model?  Differentiating  (totally)  the  two 
production  functions  and  dividing  the  value  of  one  derivative  into  the 
other,  we  get,  in  absolute  (cost)  terms: 

dH/dLjj  dH 
dA/dLA  dA 


MRT  = 


dH 

dA 


dH 

If,  then,  —  >  0,  the  true  marginal  social  cost  of  an  “extra” 


apple,  in  terms  of  honey  foregone,  is  less  than  the  market-indicated 
private  cost.  It  is  less  precisely  by  the  amount  of  positive  “feed¬ 
back”  on  honey  output  due  the  “extra”  apple. 

By  combining  (1)  and  (2),  eliminating  w,  and  dividing  through 
dA 

by  Ph  and  — -,  we  get  the  condition  for  Pareto  efficiency  in  terms  of 
dLA 


private  MC’s: 


BH/dLH  _  dH 

dA/dLA  pH  dA 


Clearly,  price  equal  to  private  marginal  cost  will  not  do.  Further,  if 
prices  are  market-determined,  they  will  diverge  from  true,  social  mar¬ 
ginal  cost. 

Any  number  of  variations  on  the  model  suggest  themselves.  As 
Meade  pointed  out,  interactions  can  be  mutual  and  need  not  be  asso¬ 
ciated  with  the  outputs.  Even  in  the  above  case,  it  is  perhaps  more 
suggestive  to  think  of  LA  as  producing  some  social  value-product  both 
in  the  A  industry  and  the  H  industry.  In  the  most  general  formula¬ 
tion,  one  can  simply  think  of  each  production  function  as  containing 
all  the  other  variables  of  the  system,  some  perhaps  with  zero  weight. 
Moreover,  by  introducing  two  or  more  nonproduced  inputs  one  can, 
as  Meade  does,  work  out  the  consequences  for  income  distribution  and 
input  proportions.6 

6.  The  question  of  whether  technological  external  economies  involve  shifts 
of  each  other  s  production  functions,  or  mutually  induced  movements  along  such 
functions,  is  purely  definitional.  If  one  chooses  so  to  define  each  producer’s 
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Some  Queries 

The  modern  formulation  of  the  doctrine  of  external  economies, 
in  terms  of  direct  interaction,  is  not  only  internally  consistent:  it  also 
yields  insight.  Yet  one  may  well  retain  about  it  some  dissatisfaction. 
There  is  no  doubt  that  the  Robertson-Sraffa-Viner  distinction  between 
the  technological  and  the  pecuniary  sort  gets  to  the  nub  of  what  is 
the  matter  with  the  original  Marshallian  analysis.  It  cuts  right 
through  the  confusion  which  led  Marshall  and  Pigou  to  conclude 
that  the  price  mechanism  is  faulty  in  situations  where  in  truth  it  is 
at  its  best:  in  allocating  inputs  in  less  than  infinitely  elastic  supply 
between  alternative  productive  uses.  It  also  facilitates  unambiguous 
formulation  of  the  more  difficult  “falling  supply  price”  case.  But  in 
a  sense  it  only  begs  the  fundamental  question:  what  is  it  that  gives 
rise  to  “direct  interaction,”  to  short  circuit,  as  it  were,  of  the  signaling 
system? 

Most  modern  writers  have  let  matters  rest  with  the  Ellis-Fellner 
type  explanation:  “the  divorce  of  scarcity  from  effective  ownership.”7 
Does  nonappropriability  then  explain  all  direct  interaction?  In  a 
sense  it  does,  yet  by  directing  attention  to  institutional  and  feasibility 
considerations  which  make  it  impracticable  for  “real  life”  market- 
institutions  to  mimic  a  price-profit-preference  computation,  it  diverts 
attention  from  some  deeper  issues.  Surely  the  word  “ownership” 
serves  to  illuminate  but  poorly  the  phenomenon  of  a  temperance 
leaguer’s  reaction  to  a  hard-drinking  neighbor’s  (sound  insulated  and 
solitary)  Saturday  night,  or  the  reason  why  a  price  system,  if  efficient, 
will  not  permit  full  “compensation,”  in  an  age  of  electronic  scramblers, 
for  an  advertisement-less  radio  program,  or  for  the  “services”  of  a 
bridge. 8 

function  as  to  give  axes  only  to  inputs  and  outputs  that  are  purchased  and  sold, 
or  at  least  “controlled,”  and  the  effects  of  everything  else  impinging  on  production 
(e.g.,  of  humidity,  apple  blossoms,  etc.)  are  built  into  the  curvature  of  the  func¬ 
tion,  then  it  follows  that  externalities  will  consist  in  shifts  of  some  functions  in 
response  to  movements  along  others.  On  the  other  hand,  if,  as  in  our  apple- 
honey  case,  it  seems  useful  to  think  of  the  production  function  for  H  as  having 
an  A -axis,  then,  clearly,  induced  movement  along  the  function  is  a  signal  of 
externality. 

7.  Op.  cit. 

8.  Moreover,  in  the  one  sense  in  which  nonappropriability  fits  all  cases  of 
direct  interaction,  it  explains  none.  If  all  it  denotes  is  the  failure  of  a  price-market 
game  properly  to  account  for  (to  appropriate)  all  relevant  costs  and  benefits, 
then  it  is  simply  a  synonym  for  market  failure  (for  generalized  externality),  and 
cannot  be  used  to  explain  what  causes  any  particular  instance  of  such  failure.  I 
use  it  in  a  much  narrower  sense,  to  mean  the  inability  of  a  producer  of  a  good  or 
service  physically  to  exclude  users,  or  to  control  the  rationing  of  his  produce 
among  them.  In  my  sense  not  only  bridges  but  also,  say,  television  programs  are 
fully  appropriable:  it  is  always  possible  to  use  scramblers. 
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It  may  be  argued,  of  course,  that  at  least  the  two  latter  examples 
are  out  of  order,  that  radio  programs  and  bridges  do  not  involve 
“direct,”  i.e.,  non-price,  interaction.  But  is  this  really  so?  Does  not 
the  introduction  of  a  new  program  directly  affect  my  and  your  con¬ 
sumption  possibilities,  in  ways  other  than  by  a  change  in  relative 
prices?  Does  not  a  bridge,  or  a  road,  have  a  direct  effect  on  the  pro¬ 
duction  possibilities  of  neighboring  producers,  in  precisely  the  sense  in 
which  apples  affect  the  possibilities  of  beekeepers?9 

True,  perhaps  bridges  and  roads  are  unfair:  they  violate  the  neo¬ 
classical  assumption  of  perfect  divisibility  and  nonincreasing  returns 
to  scale.  But  they  surely  do  involve  non-price  interaction.  In  fact, 
lumpiness  and  increasing  returns  are  perhaps  the  most  important 
causes  of  such  interaction.  Are  they  to  be  denied  status  as  external¬ 
ities?  More  generally,  are  we  to  exclude  from  the  class  of  externalities 
any  direct  interaction  not  due  to  difficulties  with  “effective  owner¬ 
ship,”  any  failures  other  than  “by  enforcement”? 

It  would  be,  of  course,  perfectly  legitimate  to  do  so  —  tastes  are 
various.  But  I  think  it  more  natural  and  useful  to  broaden  rather 
than  restrict,  to  let  “externality”  denote  any  situation  where  some 
Paretian  costs  and  benefits  remain  external  to  decentralized  cost- 
revenue  calculations  in  terms  of  prices.1  If,  however,  we  do  so,  then 
clearly  nonappropriability2  will  not  do  as  a  complete  explanation.  Its 
concern  with  the  inability  of  decentralized  markets  to  sustain  the 
solution-prices  and  quantities  called  for  by  a  price-profit-preference 
type  calculation,  as  computed  by  a  team  of  mathematicians  working 
with  IBM  machines,  tends  to  mask  the  possibility  that  such  machine- 

9.  It  is  possible,  of  course,  to  interpret  these  examples  as  involving  very  large 
changes  in  price:  from  infinity  to  zero.  But  it  does  not  help  to  do  so.  The  shared 
characteristic  of  bridges  and  programs  is  that  there  is  no  price  which  will  efficiently 
mediate  both  supply  and  demand. 

I  have  puzzled  over  ways  of  limiting  the  notion  of  “direct  interaction”  to 
something  less  than  all  instances  where  there  is  some  interaction  not  adequately 
signaled  by  price.  Robert  Solow  has  suggested  to  me  that  this  might  be  done  by 
distinguishing  situations  where  something  is  not  subject  to  a  market  test  at  all 
from  instances  where  no  single  price  constitutes  a  correct  test  for  both  sides  of  a 
transaction  (e.g.,  where  the  correct  ration  price  for  the  services  of  an  expensive 
facility  is  zero).  I  am  inclined,  rather,  to  drop  the  attempt  to  use  “direct  inter¬ 
action”  as  an  explanation  of  market  failure;  it  is  best  used,  if  at  all,  as  yet  another 
synonym  for  such  failure. 

1.  Recall  that  it  is  the  existence  of  such  “externality,”  of  residue,  at  the 
bliss-point,  of  Pigouvian  “uncompensated  services”  and  “incidental  uncharged 
disservices”  that  defines  market  failure.  It  may  be  objected  that  to  generalize 
the  externality  notion  in  this  way  is  to  rob  it  of  all  but  descriptive  significance. 
But  surely  there  is  not  much  to  rob;  even  in  its  strictest  neoclassical  formulation 
it  begs  more  than  it  answers.  In  its  generalized  sense  it  at  least  has  the  virtue 
of  suggesting  the  right  questions. 

2.  As  defined  in  fn.  8,  p.  361  above. 
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calculated  solution  q’s  may  well  be  nonefficient.3  It  explains  failure 
“by  enforcement,”  but  leaves  hidden  the  empirically  more  important 
phenomena  which  cause  failure  by  “nonexistence,”  “signal,”  and 
“incentive.”  Section  III  is  designed  to  bring  these  deeper  causes  of 
generalized  externality  into  the  foreground. 


III.  Statical  Externalities:  An  Ordering 

If  nonappropriability  is,  by  itself,  too  flimsy  a  base  for  a  doctrine 
of  generalized  (statical)  externality,  what  broader  foundation  is  there? 
Section  I’s  hierarchy  of  possible  modes  of  market  failure  suggests  a 
fivefold  classification.  If,  however,  one  looks  for  an  organizing  prin¬ 
ciple  not  to  modes  of  failure  but  to  causes,  there  appear  to  be  three 
polar  types:  (1)  Ownership  Externalities,  (2)  Technical  Externalities,4 5 
and  (3)  Public  Good  Externalities.  These  are  not  mutually  exclusive : 
most  externality  phenomena  are  in  fact  blends.  Yet  there  emerges  a 
sufficient  three-cornered  clustering  to  warrant  consolidation.6 

Type  ( 1 ) :  Ownership  Externalities 

Imagine  a  world  which  exhibits  generalized  technological  and 
taste  convexity,  where  the  electronically  calculated  solution  of  a 
Paretian  maximum-of-welfare  problem  yields  not  only  a  unique  set 
of  inputs,  outputs  and  commodity-distribution,  but  where  initial 
endowments  plus  lump-sum  transfers  render  income  distribution  opti¬ 
mal  in  terms  of  the  community’s  social  welfare  function.  Assume, 
further,  that  everything  that  matters  is  divisible,  conventionally 
rationable,  and  either  available  in  inelastic  total  supply,6  or  producible 
at  constant  returns  to  scale;  also  that  tastes  are  sensitive  only  to 
own-consumption.  We  know,  then,  from  the  duality  theorem,  that 

3.  Or  that  the  algorism  may  break  down  for  lack  of  a  consistent  set  of  p’s. 

4.  I  should  much  prefer  “technological,”  but  since  this  would  necessarily 
confuse  my  Type  (2)  with  Professor  Viner’s  “technological”  I  fixed  on  “technical.” 

5.  In  effect,  we  end  up  with  a  five-bv-three  ordering  of  types  of  “failure”: 
five  “modes”  vs.  three  “causes.”  Its  relation  to  Meade’s  categories  (op.  cit.) 
and  to  Tibor  Scitovsky’s  classification  (in  “Two  Concepts  of  External  Econ¬ 
omies,”  Journal  of  Political  Economy,  LXII,  April  1954)  is  discussed  in  Section  IV 
below.  I  have  had  the  benefit  of  reading,  also,  William  Fellner’s  “Individual 
Investment  Projects  in  Growing  Economies,”  Investment  Criteria  and  Economic 
Growth  (Proceedings  of  a  Conference,  Center  for  International  Studies,  Massa¬ 
chusetts  Institute  of  Technology,  1955)  and  an  unpublished  paper  bv  Svend 
Laursen,  “External  Economies  and  Economic  Growth.” 

6.  The  supply  of  such  nonproduced  scarcities  need  not,  of  course,  remain 
constant.  On  the  other  hand,  their  ownership  distribution  must  not  be  so  con¬ 
centrated  as  to  preclude  competitive  rationing.  There  must  exist  no  indivis¬ 
ible”  lake  full  of  fish,  etc.,  such  as  might  be  subject  to  monopolization,  but  thou¬ 
sands  of  lakes,  all  perfect  substitutes. 
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the  bliss  point  implies  a  unique7  set  of  prices,  wages  and  rents,  such 
as  would  cause  atomistic  profit-  and  preference-maximizers  to  do 
exactly  what  is  necessary  for  bliss.  In  particular,  all  required  produc¬ 
tion  points  give  maximum  and  non-negative  producer’s  profits. 

This  is  an  Adam  Smith  dream  world.  Yet  it  is  possible  that  due 
to  more  or  less  arbitrary  and  accidental  circumstances  of  institutions, 
laws,  customs,  or  feasibility,  competitive  markets  would  not  be 
Pareto-efficient.  Take,  for  instance,  the  Meade  example  of  apples 
and  honey.  Apple  blossoms  are  “produced”  at  constant  returns  to 
scale  and  are  (we  assumed)  an  ordinary,  private,  exhaustible  good: 
the  more  nectar  for  one  bee,  the  less  for  another.  It  is  easy  to  show 
that  if  apple  blossoms  have  a  positive  effect  on  honey  production  (and 
abstracting  from  possible  satiation  and  redundancy)  a  maximum-of- 
welfare  solution,  or  any  Pareto-efficient  solution,  will  associate  with 
apple  blossoms  a  positive  Lagrangean  shadow-price.8  If,  then,  apple 
producers  are  unable  to  protect  their  equity  in  apple-nectar  and 
markets  do  not  impute  to  apple  blossoms  their  correct  shadow  value, 
profit- maximizing  decisions  will  fail  correctly  to  allocate  resources 
(e.g.,  L)  at  the  margin.  There  will  be  failure  “by  enforcement.” 

This  is  what  I  would  call  an  ownership  externality.  It  is  essen¬ 
tially  Meade’s  “unpaid  factor”  case.  Nonappropriation,  divorce  of 
scarcity  from  effective  ownership,  is  the  binding  consideration.  Cer¬ 
tain  “goods”  (or  “bads”)  with  determinate  non-zero  shadow-values 
are  simply  not  attributed.  It  is  irrelevant  here  whether  this  is 
because  the  lake  where  people  fish  happens  to  be  in  the  public  domain, 
or  because  “keeping  book”  on  who  produces,  and  who  gets  what, 
may  be  impossible,  clumsy,  or  costly  in  terms  of  resources.9  For 
whatever  legal  or  feasibility  reasons,  certain  variables  which  have 
positive  or  negative  shadow  value  are  not  “assigned”  axes.  The 
beekeeper  thinks  only  in  terms  of  labor,  the  orchard-owner  only  in 
terms  of  apples. 

The  important  point  is  that  the  difficulties  reside  in  institutional 
arrangements,  the  feasibility  of  keeping  tab,  etc.  The  scarcities  at 
issue  are  rationable  and  finely  divisible  and  there  are  no  difficulties 
with  “total  conditions”:  at  the  bliss-configuration  every  activity 
would  pay  for  itself.  Apple  nectar  has  a  positive  shadow  price,  which 

7.  Or,  where  there  are  corners,  only  inessentially  indeterminate. 

8.  Set  up  a  variant  of  the  Apple-Honey  model  of  Part  II,  introducing  apple 
blossoms,  B,  explicitly.  Add  a  production  function,  B  =  B(L  ±),  and  substitute 
B(La)  for  A  (La)  as  the  second  input  in  honey  production.  The  solution  will 
give  out  a  positive  Lagrangean  shadow  price  for  B,  and  profit-maximizing  pro¬ 
ducers  of  the  joint  products:  A  and  B,  will  push  LA  to  the  socially  desirable  margin. 

9.  Though  on  this  last,  see  Section  IV,  first  paragraph. 


THE  ANATOMY  OF  MARKET  FAILURE 


365 


would,  if  only  payment  were  enforceable,  cause  nectar  production  in 
precisely  the  right  amount  and  even  distribution  would  be  correctly 
rationed.  The  difficulty  is  due  exclusively  to  the  difficulty  of  keeping 
accounts  on  the  nectar-take  of  Capulet  bees  as  against  Montague 
bees.1 

Many  of  the  few  examples  of  interproducer  external  economies 
of  the  reversible  technological  variety  are  of  this  type:  “shared 
deposits”  of  fish,  water,  etc.2  Much  more  important,  so  are  certain 
irreversible  dynamical  examples  associated  with  investment.  For 
instance,  many  of  Pigou’s  first  category  of  externalities:  those  that 
arise  in  connection  with  owner-tenant  relationships  where  durable 
investments  are  involved,  have  a  primarily  organizational  quality.3 
Perhaps  the  most  important  instance  is  the  training  of  nonslave  labor 
to  skills  —  as  distinct  from  education  in  a  broader  sense  (which  par¬ 
takes  more  of  Type  (3)).  In  the  end,  however,  and  in  particular  if 
restricted  to  reversible  statical  cases,  it  is  not  easy  to  think  of  many 
significant  “ownership  externalities”  pure  and  simple.  Yet  it  turns 
out  that  only  this  type  of  externality  is  really  due  to  nonappro¬ 
priability. 

Type  (2):  Technical  Externalities 

Assume,  again,  that  all  goods  and  services  are  rationable,  exhaust¬ 
ible,  scarcities,  that  individual  ordinal  indifference  maps  are  convex 
and  sensitive  only  to  own-consumption  and  that  there  exist  no 
ownership  “defects”  of  Type  (1).  If,  then,  the  technology  exhibits 
indivisibility  or  smooth  increasing  returns  to  scale  in  the  relevant 
range  of  output,  these  give  rise  to  a  second  and  much  more  important 
type  of  market  failure:  “technical  externality.”4 

1.  More  generally,  it  could  as  well  be  due  to  difficulty  in  knowing  who 
“produced”  the  “benefit”  —  oil  wells  drawing  on  the  same  pool  are  an  example. 
The  owner  cannot  protect  his  own ;  in  fact  it  is  difficult  to  know  what  one  means 
by  “his  own.”  Moreover,  in  the  case  of  diseconomies,  at  least,  it  may  be  that 
both  the  source  and  the  recipient  of  the  “bad”  are  identified:  one  factory  pro¬ 
ducing  soot  and  nothing  but  one  laundry  in  the  neighborhood,  yet  it  is  difficult 
to  see  how  a  price  can  be  brought  to  bear  on  the  situation.  Presumably  the 
laundry  can  pay  for  negative  units  of  smoke. 

2.  Though  indivisibility  elements  enter  into  some  of  these.  Why  can’t 
somebody  “own”  part  of  a  lakeful  of  fish? 

3.  When  not  simply  due,  in  a  world  of  uncertainty,  to  inconsistent  expec¬ 
tations. 

4.  Again,  this  is  not  the  same  as  Viner’s  “technological.”  Note,  incidentally, 
that  the  above  formulation  unabashedly  begs  the  question  of  whether  smooth 
increasing  returns  to  scale  could  or  could  not  arise  without  indivisibility  some¬ 
where.  The  issue  is  entirely  definitional:  it  is  conceptually  impossible  to  dis¬ 
prove  either  view  by  reference  to  empirical  evidence.  (Cf.  “Simple  Analytics, 
loc.  cit.,  fn.  37  and  references.)  ( Continued  on  page  366.) 
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The  essential  analytical  consequence  of  indivisibility,6  whether 
in  inputs,  outputs  or  processes,  as  well  as  of  smooth  increasing  returns 
to  scale,  is  to  render  the  set  of  feasible  points  in  production  (input- 
output  space)  nonconvex.  A  connecting  straight  line  between  some 
pairs  of  feasible  points  will  pass  outside  the  feasible  set.  Non¬ 
convexity,  in  turn,  has  a  devastating  effect  on  duality.0 

In  situations  of  pure  “technical  externality”  there  does,  of  course, 
still  exist  a  maximal  production  possibility  frontier  (FF);  and  with 
a  Samuelson-type  social  indifference  map  (SS)  —  i.e.,  a  map  “cor¬ 
rected”  for  income  distribution  which  provides  a  ranking  for  the 
community  as  a  whole  of  all  conceivable  output  combinations  it 
is  possible,  in  concept,  to  define  a  bliss  point(s).8  Also,  where  indi¬ 
visibility  is  exhibited  by  outputs,  and  only  outputs,  or,  stronger, 
where  smoothly  increasing  returns  to  scale  is  the  only  variety  of 
nonconvexity  —  isoquants  for  one,  are  properly  convex  —  the  locus 
of  efficient  output  combinations  can  be  defined  in  terms  of  conditions 
on  marginal-rates-of-input-substitution.9  Moreover,  bliss  could  pos¬ 
sibly  occur  at  a  point  where  SS  is  internally  tangent  to  FF,  perhaps 
to  a  convex  FF.  But  even  in  the  least  “pathological,  most  neoclassi- 

The  pioneer  work  on  decreasing  cost  situations  is  Jules  Dupuit  s  remarkable 
1844  essay,  “On  the  Measurement  of  Utility  of  Public  Works,”  translated  in 
International  Economic  Papers,  No.  2,  ed.  A.  T.  Peacock,  et  al.  Harold  Hotelling  s 
“The  General  Welfare  in  Relation  to  Problems  of  Taxation  and  of  Railway  and 
Utility  Rates,”  in  the  July  1938  issue  of  Econometrica,  is  the  originating  modern 
formulation.  Cf.,  also,  references  to  work  by  R.  Frisch,  J.  E.  Meade,  W.  A.  Lewis 
and  others  in  Nancy  Ruggles’  excellent  survey  articles  on  marginal  cost  pricing 
(. Review  of  Economic  Studies,  XVII  (1949-50),  29-46,  and  107-26). . 

5.  Indivisibility  means  lumpiness  “in  scale”  and  not  the  kind  of  indivisibility- 
in-time  we  call  durability.  (Durability,  as  such,  does  not  violate  convexity.) 
Lumpiness  has  to  do  with  the  impossibility  to  vary  continuously,  e.g.,  the  capacity 
service-yield  per  unit  time  of  such  things  as  bridges. 

6.  The  best  known  and  perhaps  most  important  variety  of  nonconvexity 
occurs  where  isoquants  are  properly  convex,  but  returns  to  scale  are  increasing, 
hence  the  full  set  of  feasible  input-output  points  is  nonconvex.  (In  a  two-input, 
one-output  situation,  slices  by  (vertical)  planes  through  the  origin  perpendicular 
to  the  input  plane  will  cut  the  production  surface  in  such  a  way  as  to  give  a  non¬ 
convex  boundary.)  A  production  point  lying  in  an  “increasing  returns”  region 
of  a  production  function  implies  that  (1)  the  associated,  average  cost  curve  (AC) 
is  downward  sloping  at  that  level  of  output;  (2)  the  associated  marginal  cost 
curve  ( MC ),  while  it  may  be  rising,  could  as  well  be  falling  and  will  certainly 
lie  below  AC;  and  (3)  the  production  possibility  curve  of  the  community  may  be 
nonconvex.  On  all  this,  see  Part  V  of  “Simple  Analytics,”  loc.  ait. 

7.  Cf.  P.  A.  Samuelson,  “Social  Indifference  Curves,”  this  Journal,  LXX 
(Feb.  1956),  1-22.  Such  a  function  presumes  that  numeraire- incomes  are  con¬ 
tinuously  redistributed  so  as  to  maximize  in  utility  space  over  the  community’s 
operative  social  welfare  function. 

8.  This  is  saying  very  little,  of  course,  except  on  the  level  of  metaphysics. 

9.  Inequalities  due  to  kinks  and  corners  are  as  good  as  equalities  where  all 
is  smooth. 
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cally  well-behaved  case,  where  there  exists  a  meaningfully  defined  set 
of  shadow  prices  associated  with  the  bliss  point,  genuinely  profit- 
seeking  competitive  producers,  responding  to  that  set  of  prices,  would 
fail  to  sustain  optimal  production.  At  best,  even  if  at  the  bliss- 
configuration  all  MC’s  are  rising,  some  producers  would  have  to  make 
continuing  losses,  hence  would  go  out  of  business ;  market  calculations 
would  necessarily  fail  "by  incentive.”  If,  in  turn,  prices  are  not 
centrally  quoted  but  permitted  to  set  themselves,  monopoly  behavior 
will  result.  There  will  be  failure  "by  structure.” 

Further,  bliss  may  require  production  at  levels  of  output  where 
losses  are  not  only  positive,  but  at  a  constrained  maximum;1  p  —  MC 
may  be  correct,  though  MC  at  that  point  is  falling.  If  so,  the  embedded 
Lagrangean  constants  may  still  retain  meaning  as  marginal  rates  of 
transformation,  but  they  will  fail  to  sustain  efficient  production  even 
by  Lange- Lerner  civil  servants  who  care  only  about  margins  and  not 
about  absolute  totals.  There  will  be  failure  "by  signal”:  producers 
under  injunction  to  maximize  profit  (in  the  small)  will  not  remain 
where  they  ought  to  be. 

If,  moreover,  we  drop  the  assumption  of  smooth  increasing 
returns  to  scale  and  permit  indivisibilities  such  as  give  scallop-like 
effects  and  kinks  in  cost  curves  and  in  the  production-possibility 
curve,  things  get  even  more  complicated.  Bliss  could  require  produc¬ 
tion  at  points  of  positive  but  locally  minimum  profit,  where  MC 
exceeds  AC  but  is  falling.  Worse,  even  if  bliss  should  occur  at  points 
where  production  functions  are  locally  convex  and  MC  (greater  than 
AC)  is  rising,  prequoted  prices  may  still  not  sustain  the  solution 
unless  production  functions  are  in  fact  convex  throughout.  Though 
positive  and  at  a  local  maximum,  profits  may  not  be  at  their  maximum- 
maximorum :  other  hills  with  higher  peaks  may  induce  producers  with 
vision  at  a  distance  to  rush  away  from  bliss.  Alternatively,  if  prices 
are  not  administered,  competition  may  not  be  self-policing  and 
markets  could  fail  "by  structure.”2 

1.  Subject  to  the  requirement  that  total  cost  for  that  level  of  output  be  a 
minimum,  i.e.,  that  each  producer  be  on  his  least-cost  expansion  path. 

2.  Where  sharp  indivisibility  gives  a  nonconvex  production  possibility  curve 
with  corners  and  kinks,  duality  may  fail  even  if  there  exists  a  price  vector  in 
terms  of  which  decentralized  producer-calculations  would  sustain  the  bliss-point 
output  mix.  The  existence  of  such  a  vector  does  not  assure  that  it  will  coincide 
with  the  price-vector  which  would  efficiently  ration  that  bill  of  goods  among 
consumers.  The  point  is  that  there  may  not  exist  a  single  set  of  prices  which 
will  at  the  same  time  keep  both  consumers  and  producers  from  rushing  away  from 
where  they  ought  to  be.  The  prices  which  will  effectively  mediate  production 
may  cause  consumers’  calculations  to  go  wrong  and  vice  versa. 

It  should  be  noted,  incidentally,  that  none  of  the  above  takes  space  and  dis¬ 
tance  considerations  into  account.  For  some  interesting  effects  of  plant-indivisi- 
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On  the  other  hand,  given  our  assumptions,  the  Paretian  contract 
locus  of  maximal  (ordinal)  utility  combinations  which  is  associated 
with  any  one  particular  output  point  is  defined,  as  in  the  trouble- 
free  neoclassical  model,  by  the  usual  subjective,  taste-determined, 
marginal-rate-of-substitution  equalities  (or,  at  corners,  inequalities). 
These  MRS  equalities,  in  turn,  imply  a  set  of  shadow-prices  which, 
if  centrally  quoted,  would  efficiently  ration  among  consumers  the 
associated  (fixed)  totals  of  goods.  In  the  sphere  of  exchange,  then, 
a  decentralized  price  system  works  without  flaw. 

In  what  sense  do  these  Type  (2)  situations  exhibit  “externality”? 
In  the  (generalized)  sense  that  some  social  costs  and  benefits  remain 
external  to  decentralized  profitability  calculations.  With  Type  (1) 
externalities,  though  it  is  not  feasible  to  police  the  bliss  values  of  all 
quantities  and  prices,  there  exists  embedded  in  the  solution  a  set  of 
prices  whose  use  for  purposes  of  decentralized  signaling  would  sustain, 
if  only  appropriation  or  exclusion  were  feasible,  both  itself  and  the 
maximum  welfare  configuration  of  inputs,  outputs,  and  distribution. 
This  is  not  the  case  here.  In  Type  (1)  situations,  at  the  bliss  point 
there  is  complete  correspondence  between  social  and  private  pay-off, 
both  at  the  margin  and  in  totals.3  Profits  are  at  their  maxima  and 
non-negative  throughout.  Here  there  is  no  such  correspondence; 
there  may  well  be  divergence,  either  at  the  margin :  bliss-profits  may 
be  at  a  “minimum,”  or  in  totals.  The  private  totals  in  terms  of  which 
producers  in  an  (idealized)  market  calculate  —  total  revenue  minus 
total  cost  —  will  not  reliably  signal  the  social  costs  and  benefits 
implied  by  the  relevant  social  indifference  curves.4  Hence  at  the 
set  of  prices  which  would  correctly  ration  the  bliss  point  bill  of  goods, 
that  bill  of  goods  may  not  be  produced  by  profit  seekers,  or  even  by 
Lange-Lerner  civil  servants.5 

bility  where  there  are  interplant  flows  and  transport  takes  resources,  see  T.  C. 
Koopmans  and  M.  Beckmann,  “Assignment  Problems  and  the  Location  of 
Economic  Activities,”  Econometrica,  Vol.  25  (Jan.  1957). 

3.  More  correctly,  there  would  be  such  correspondence,  if  only  the  p’s  could 
be  policed. 

4.  This  is  particularly  awkward  since  the  very  nonconvexities  which  cause 
a  divergence  between  private  and  social  total  conditions  render  output-mix  cal¬ 
culations  based  on  margins  alone  wholly  inadequate.  Even  if  bliss  gives  all  local 
profit  maxima,  there  may  be  several  such  open  to  any  one  producer,  hence  he  must 
make  total  calculations  in  order  to  choose. 

5.  There  is  one  qualification  to  be  made  to  the  above.  It  may  be  that  the 
bliss  configuration  gives  unique  and  positive  profit  maxima  throughout,  though 
some  production  functions  exhibit  nonconvexities  at  a  distance.  It  was  to  exclude 
this  case  that  we  assumed  that  increasing  returns  or  indivisibility  obtain  in  the 
“relevant  ranges.”  Should  this  happen,  no  “externality”  divergence  of  social 
and  private  calculation  will  occur,  at  least  in  a  statical  context.  But  unless  all 
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A  point  to  note,  in  all  this,  is  that  in  relation  to  "technical  exter¬ 
nalities”  the  nonappropriability  notion,  as  generally  conceived,  tends 
to  miss  the  point.  Strictly  speaking,  it  is,  of  course,  true  that  price 
mediation,  if  efficient,  cannot  be  counted  on  to  "appropriate”  the 
full  social  benefits  of  activities  showing  increasing  returns  to  scale 
or  othe  types  of  indivisibility  to  those  engaged  in  them.  But  the 
existence  of  such  “uncompensated  services”  has  in  this  case  nothing 
whatever  to  do  with  “divorce  of  scarcity  from  ownership,”  with 
feasibility  limitations  on  "exclusion.”  It  is  entirely  feasible  to  own 
a  bridge  and  profitably  ration  crossings;  indeed,  a  private  owner 
would  do  so.  The  point  is,  rather,  that  such  profitable  rationing, 
such  "compensation”  for  services  rendered,  would  inefficiently  mis- 
allocate  the  "output”  of  bridge  crossings.  If  in  terms  of  scarce 
resource  inputs  the  marginal  cost  of  an  additional  crossing  is  zero, 
any  positive  toll  will,  in  general,  have  the  usual  monopolistic  effect: 
the  resulting  output  configuration  will  not  be  efficient.6 

This,  incidentally,  is  where  most  pecuniary  external  economies 
lead:  a  supplier  is  required  to  produce  in  a  range  of  declining  AC  due 
to  internal  technological  economies  of  scale  and  hence  cannot  make 
“ends  meet”  at  the  socially  correct  price.  The  crucial  associated 
difficulty  at  the  level  of  social  organization  is  monopoly. 

Can  we  leave  matters  at  that?  Not  quite.  There  is  a  third  kind 
of  externality,  recently  emphasized  by  Professor  Samuelson,  caused 
by  so-called  "public  goods.” 

Type  (3) :  Public  Good  Externalities 

In  some  recent  writings  on  public  expenditure  theory,  Samuelson 
has  reintroduced  the  notion  of  the  collective  or  public  good.  The 
defining  quality  of  a  pure  public  good  is  that  "each  individual’s  con¬ 
sumption  of  such  a  good  leads  to  no  subtractions  from  any  other 
individual’s  consumption  of  that  good  .  .  .”,7  hence,  "it  differs  from 
a  private  consumption  good  in  that  each  man’s  consumption  of  it, 
X\  and  X\  respectively,  is  related  to  the  total  X2  by  a  condition  of 


is  convex  throughout,  the  existence  of  such  a  locally  stable  tangency  cannot  be 
taken  as  evidence  that  the  point  is  in  fact  the  bliss-point  —  a  difficulty  of  con¬ 
siderable  significance  for  dynamical  efficiency. 

6.  Of  course,  if  at  bliss  the  bridge  were  to  be  used  “to  capacity,”  it  is  pos¬ 
sible  that  the  Lagrangean  ration  price  (now  positive)  would  make  commercial 
operation  profitable.  If  so,  an  administered  price  setup  would  efficiently  mediate 
the  demand  and  supply  of  crossings.  But  while  a  Lange-Lerner  system  would 
work  fine,  laissez-faire  markets  would  fail  “by  structure.” 

7.  P.  A.  Samuelson,  Review  of  Economics  and  Statistics,  XXXVI  (Nov. 
1954),  387. 
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equality  rather  than  of  summation.  Thus,  by  definition,  X2  —  X2  and 

Y2  —  Y  ”8 
A  2  —  -A  2- 

As  Samuelson  has  shown,  the  form  of  the  marginal  rate  of  sub¬ 
stitution  conditions  which  define  the  Pareto-efficient  utility  possibility 
frontier  in  a  world  where  such  public  goods  exist,  or  at  least  where 
there  are  outputs  with  important  “public”  qualities,  renders  any 
kind  of  price-market  routine  virtually  useless  for  the  computation  of 
output-mix  and  of  distribution,  hence,  also,  for  organizational  decen¬ 
tralization.  Where  some  restraints  in  the  maximum  problem  take 
the  form:  total  production  of  X  equals  consumption  by  Crusoe  of 
X  equals  consumption  of  X  by  Friday,  Pareto  efficiency  requires  that 
the  marginal  rate  of  transformation  in  production  between  X  and  Y 
equal  not  the  (equalized)  MRS  of  each  separate  consumer,  but  rather 
the  algebraic  sum  of  such  MRS’s.  This  holds,  of  course,  in  what  in 
other  respects  is  a  conventionally  neoclassical  world:  preference  and 
production  functions  are  of  well-behaved  curvature,  all  is  convex. 

If,  then,  at  the  bliss  point,  with  Y  as  numeraire,  Px  is  equated  to 
the  marginal  F-cost  of  X  in  production  (as  is  required  to  get  optimal 
production),  and  X  is  offered  for  sale  at  that  px,  preference-maximizing 
consumers  adjusting  their  purchases  so  as  to  equate  their  individual 
MRS’s  to  px  will  necessarily  under-use  X.  Moreover,  a  pricing  game 
will  not  induce  consumers  truthfully  to  reveal  their  preferences.  It 
pays  each  consumer  to  understate  his  desire  for  X  relative  to  F , 
since  his  enjoyment  of  X  is  a  function  only  of  total  X,  rather  than, 
as  is  true  of  a  pure  private  good,  just  of  that  fraction  of  X  he  pays  for. 

The  two  Samuelson  articles8 9  explore  both  the  analytics  and  the 
general  implications  of  “public  goods.”  Here  the  notion  is  of  rele¬ 
vance  because  much  externality  is  due  precisely  to  the  “public” 
qualities  of  a  great  many  activities.  For  example,  the  externality 
associated  with  the  generation  of  ideas,  knowledge,  etc.,  is  due  in 
good  part  to  the  public  character  of  these  “commodities.”  Many 
interconsumer  externalities  are  of  this  sort:  my  party  is  my  neighbor’s 
disturbance,  your  nice  garden  is  any  passerby’s  nice  view,  my  chil¬ 
dren’s  education  is  your  children’s  good  company,  my  Strategic  Air 
Command  is  your  Strategic  Air  Command,  etc.  The  same  consump¬ 
tion  item  enters,  positively  or  negatively,  both  our  preference  func- 

8.  P.  A.  Samuelson,  Review  of  Economics  and  Statistics,  XXXVII  (Nov. 
1955),  350. 

9.  And  a  third  unpublished  paper,  which  was  read  at  the  1955  American 
Economic  Association  meetings  and  to  a  copy  of  which  I  came  to  have  access 
while  this  paper  was  being  written.  For  earlier  writings  on  public  goods,  by 
Wicksell,  Lindahl,  Musgrave,  Bowen  and  others  see  references  in  the  above  cited 
Samuelson  articles. 
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tions.  The  consumptions  involved  are  intrinsically  and  essentially 
joint. 

This  kind  of  externality  is  distinct  from  either-  of  the  other  two 
pure  types.  Here  technological  nonconvexities  need  in  no  way  be 
involved.  In  fact  the  MRT  —  ~ZMRS  condition  is  certain  to  hold 
true  precisely  where  production  takes  place  at  constant  or  non¬ 
increasing  returns,  and  hence  where  the  production  possibility  set 
is  necessarily  convex.  Further,  there  are  no  decentralized  organiza¬ 
tional  rearrangements,  no  private  bookkeeping  devices,  which  would, 
if  only  feasibility  were  not  at  issue,  eliminate  the  difficulty.  It  is  the 
central  implication  of  the  Samuelson  model  that  where  public  good 
phenomena  are  present,  there  does  not  exist  a  set  of  prices  associated 
with  the  (perfectly  definable)  bliss  point,  which  would  sustain  the  bliss 
configuration.  The  set  of  prices  which  would  induce  profit-seeking 
competitors  to  produce  the  optimal  bill  of  goods,  would  be  necessarily 
inefficient  in  allocating  that  bill  of  goods.  Moreover,  even  abstracting 
from  production,  no  single  set  of  relative  prices  will  efficiently  ration 
any  fixed  bill  of  goods  so  as  to  place  the  system  on  its  contract 
locus,  except  in  the  singular  case  where  at  that  output  and  income- 
distribution  MRS’ s  of  every  individual  are  identically  the  same 
(or  zero  for  all  but  one).  There  is  failure  “by  existence.” 

IV.  Comments 

Type  ( 1 ).  In  a  sense,  Type  (1)  is  not  symmetrical  with  the  other 
two  categories.  One  can  think  of  some  nontrivial  instances  where  the 
institutional  element  does  appear  to  be  “binding”:  skill-training  of 
people,  for  example.  But  even  there,  it  could  be  argued  that  the 
crucial  elements  are  durability,  uncertainty,  and  the  fact  that  slavery 
as  a  mode  of  organization  is  itself  in  the  nature  of  a  public  good  which 
enters  people’s  preference  functions,  or  the  implicit  social  welfare 
function,  inseparably  from  the  narrowly  “economic”  variables.  In 
those  instances,  in  turn,  where  bookkeeping  feasibility  appears  to  be 
the  cause  of  the  trouble,  the  question  arises  why  bookkeeping  is  less 
feasible  than  where  it  is  in  fact  being  done.  In  the  end,  it  may  be 
that  much  of  what  appears  to  partake  of  Type  (1)  is  really  a  com¬ 
pound  of  Types  (2)  and  (3),  with  dynamical  durability  and  uncer¬ 
tainty  elements  thrown  in.  At  any  rate,  a  deeper  analysis  of  this 
category  may  cause  it  substantially  to  shrink. 

Nonproduced  scarcities.  One  particular  instance  where  what 
appears  like  Type  (1)  is  really  Type  (2)  warrants  special  mention. 
Public  ownership  of  nonproduced  resources,  e.g.,  the  lakes  and  moun¬ 
tains  of  national  parks,  may  make  it  appear  that  externality  is  due 
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to  statutory  barriers  to  private  ownership  and  commercial  rental. 
But  this  is  missing  the  point.  Take,  for  instance,  a  community  which 
has  available  a  single  source  of  fresh  water  of  fixed  capacity.  Assume 
that  the  bliss  solution  gives  out  a  positive  ration-price  per  gallon 
such  as  would  make  sale  of  the  water  commercially  profitable.  Yet 
a  laissez-faire  system  would  fail,  “by  structure,”  to  sustain  bliss.  A 
private  owner  of  the  single  indivisible  well,  if  given  his  head,  would 
take  advantage  of  the  tilt  in  the  demand  curve.  The  real  cause  of 
externality  is  not  the  arbitrary  rapaciousness  of  public  authority  but 
the  indivisibility  of  the  source  of  supply.  This  case,  by  the  way,  is 
akin  to  where  indivisibility  or  increasing  returns  to  scale  within  a 
range  allow  profitable  scope  for  one  or  a  few  efficient  producers,  but 
for  no  more.  At  the  bliss  price  all  will  do  the  right  thing,  but  if 
prices  are  not  administered,  oligopoly  or  monopoly  will  result.  A 
capitalist  Lange-Lerner  system  with  private  ownership  but  adminis¬ 
tered  prices  would  work  fine,  but  laissez-faire  markets  would  fail. 

Meade’s  “ atmosphere.”  The  relation  of  my  tri-cornered  ordering 
to  Meade’s  polar  categories  is  of  interest.1  His  first  category,  “unpaid 
factors,”  is  identical  to  my  Type  (1).  But  his  second,  labeled  “atmos¬ 
phere,”  is  a  rather  curious  composite.  Meade’s  qualitative  charac¬ 
terization  of  “atmosphere”:  e.g.,  of  afforestation-induced  rainfall, 
comes  very  close  to  the  public  good  notion.2  He  links  this,  however, 
as  necessarily  bound  up  with  increasing  returns  to  scale  in  production 
to  society  at  large,  hence  a  J.  B.  Clark-like  overexhaustion,  adding-up 
problem.3 

If,  following  Meade,  one  abstracts  from  shared  water-table  phe¬ 
nomena  (let  rain- caused  water  input  be  rigidly  proportional  to  area) 
then  Farmer  Jones’  rain  is  Farmer  Smith’s  rain  and  we  have  my 
Type  (3).  But  nothing  in  this  situation  requires  that  either  farmer’s 
full  production  function  (with  an  axis  for  rain)  need  show  increasing 
returns  to  scale.  It  may  be  that  returns  to  additional  bundles  of 
non-rain  inputs,  with  given  constant  rainfall,  diminish  sharply,  and 
that  it  takes  proportional  increases  of  land,  labor  and  rain  to  get  a 
proportional  effect  on  output.  If  so,  Meade’s  overexhaustion  problem 

1.  Op.  cit.  (This  and  the  next  section  can  be  omitted  without  loss  of  con¬ 
tinuity.) 

2.  See  esp.  bottom  of  p.  61  and  top  of  p.  62,  op.  cit. 

3.  Since  his  argument  is  restricted  to  competitive  situations,  hence  neces¬ 
sarily  excludes  increasing-returns-to-paid-factors  such  as  would  require  produc¬ 
tion  at  a  loss,  Meade  specifies  constant  returns  to  proportional  variation  of  labor 
and  land  in  wheat  farming,  though  the  full  production  function  for  wheat,  includ¬ 
ing  the  atmosphere  input  (rain),  exhibits  increasing  returns  to  scale.  But  the 
individual  farmer  does  not  pay  for  rain,  hence  his  factor  payments  just  match  his 
sales  revenue,  by  the  Euler  Theorem. 


THE  ANATOMY  OF  MARKET  FAILURE 


373 


will  not  arise.  But  all  would  not  be  well:  the  public  good  quality  of 
rainfall  would  cause  an  independent  difficulty,  one  that  Meade,  if  I 
understand  him  correctly,  does  not  take  into  account,  i.e.,  that  rain 
ought  to  be  “produced”  by  timber  growers  until  its  MC  is  equal  to 
the  sum  of  all  the  affected  farmers  MRS’s  for  rain  as  an  input,  what¬ 
ever  may  be  the  curvature  of  the  latter’s  production  functions.4 

On  the  other  hand,  Meade’s  formal  mathematical  treatment  of 
“atmosphere,”  as  distinct  from  his  verbal  characterization  and  his 
example,  suggests  that  it  is  a  nonappropriable,  and  therefore  unpaid, 
factor  which  gives  rise  to  increasing  returns  to  scale  to  society  though 
not  to  the  individual  producer.  At  least  this  is  all  he  needs  for  the 
effect  he  is  looking  for:  a  self-policing  though  nonoptimal  competitive 
situation,  where,  because  the  full  production  functions  (i.e.,  with  an 
axis  for  rain)  are  of  greater  than  first  degree,  the  correction  of  exter¬ 
nality  via  subsidies  to  promote  the  creation  of  favorable  atmosphere 
requires  net  additions  to  society’s  fiscal  burden.  If  this  is  the  crucial 
consequence  of  “atmosphere,”  then  it  need  have  no  “public”  quality. 
All  this  would  happen  even  though  Smith  and  Jones  were  “compet¬ 
ing”  for  the  water  from  the  shared  water-table  under  their  subsoil, 
just  like  bees  competing  for  nectar. 

Scitovsky’s  “two  concepts .”5  Professor  Scitovsky,  in  turn,  in  his 
suggestive  1954  article,  distinguishes  between  the  statical  direct  inter¬ 
actions  of  equilibrium  theory  and  the  kinds  of  pecuniary  external 
economies  emphasized  in  the  economic  development  literature.  He 
classifies  the  former  as  consumer-consumer,  producer-consumer,  and 
producer-producer  interactions,  labels  the  last  as  external  economies 
and  asserts  that  they  are  rare  and,  on  the  whole,  unimportant. 

While  Scitovsky  does  not  raise  the  question  of  what  gives  rise  to 
such  producer-producer  interactions,  both  his  examples,  and  his  con¬ 
clusion  that  they  are  of  little  significance,  suggest  that  he  is  thinking 

4.  Formally,  Meade  denotes  “atmosphere”  as  a  situation  where  the  pro¬ 
duction  function,  e.g.,  of  farmers  takes  the  form  Xi  =  Hi(Li,Ci)Ai(Xt),  with 
L  as  labor,  C  as  capital  and  A  the  atmosphere  effect  on  Xt  of  X2.  The  full  function 
exhibits  increasing  returns  to  scale  but  the  H  function  alone,  with  A  constant,  is 
homogeneous  of  first  degree.  But  why  can’t  this  be  put  in  terms  of  Meade’s  un¬ 
paid  factor  type  function  where  Xi  —  Hi(LljCi,X2)‘?  Example:  Xi  =  C\~a  X2. 

All  this  has  nothing  to  do  with  whether  A  =  Ai  +  A2  or  rather  A  =  A\  =  A2. 
Unfortunately,  the  example  itself  tends  to  mislead.  The  fact  that  exclusion  of 
rain-users  (farmers)  by  producers  (timber-growers)  is  hardly  feasible,  i.e.,  that 
rain  is  like  Type  (1),  distracts  attention  from  the  important  point  that  if  rain  is, 
as  Meade  tells  us,  a  public  good,  then  rationing  it  by  price  would  be  inefficient 
even  if  it  were  feasible.  (It  should  be  said  that  Meade  concludes  his  article: 
“But,  in  fact,  of  course,  external  economies  or  diseconomies  may  not  fall  into 
either  of  these  precise  divisions  and  may  contain  features  of  both  of  them.”) 

5.  Op.  cit. 
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primarily  of  Type  (1):  nonappropriability.  But  this  is  to  ignore 
public  goods  —  surely  a  more  important  cause  of  interaction.  More¬ 
over,  by  taking  full  account  of  these,  Scitovsky’s  “fifth  and  important 
case,  which,  however,  does  not  quite  fit  into  .  .  .  (his)  .  .  .  classifica¬ 
tion  .  .  .  ,  where  society  provides  social,  services  through  communal 
action  and  makes  these  available  free  of  charge  to  all  persons  and 
firms,”  can  be  made  nicely  to  fall  into  place. 

Samuelson  on  Types  (2)  and  ( 3 ).  While  the  public  good  model 
helps  to  sort  out  the  phenomena  Meade  lumped  under  “atmosphere,’ 
Samuelson  himself  emphasizes  the  analytical  bond  between  indivisi¬ 
bility  and  public  good  situations.  In  both  an  explicit  summing  in 
is  required  of  “all  direct  and  indirect  utilities  and  costs  in  all  social 
decisions.”7  In  Type  (2)  situations  it  is  the  intramarginal  consumer’s 
and  producer’s  surpluses  associated  with  various  all  or  nothing  deci¬ 
sions  “in-the-lump”  that  have  to  be  properly  (interpersonally) 
weighted  and  summed,  while  in  Type  (3)  it  is  only  utilities  and  costs 
at  the  margin  that  require  adding.  But,  and  this  is  the  crucial  shared 
quality  of  the  two  categories,  both  make  it  necessary  to  sum  utilities 
over  many  people.8 

Exclusion.  One  more  comment  may  be  warranted  on  the  signifi¬ 
cance,  in  a  public  good  type  situation,  of  nonappropriability.  “Exclu¬ 
sion”  is  almost  never  impossible.  A  recluse  can  build  a  wall  around 
his  garden,  Jones  can  keep  his  educated  children  away  from  those  of 

6.  Ibid.,  fn.  3,  p.  144.  Scitovsky,  following  Meade,  restricts  his  “first  con¬ 
cept”  of  external  economies  to  phenomena  consistent  with  competitive  equilib¬ 
rium.  He  treats  indivisibilities  and  increasing  returns  to  scale  as  belonging  to 
his  “second  concept”  which  has  to  do  with  disequilibrium,  investment  decisions, 
and  growth.  It  is,  of  course,  entirely  legitimate  to  restrict  analysis  to  competitive 
situations.  But  the  Scitovsky  treatment  must  not  be  taken  to  imply  that  lumpi¬ 
ness  is  irrelevant  to  statical  analysis  of  stationary  solution  points.  If  one  is  inter¬ 
ested  in  the  statical  efficiency  of  decentralized  price  calculations,  they  are  crucial. 
But  this  is  carping.  Scitovsky’s  important  contribution  lies  in  emphasizing  and 
clarifying  the  point  first  hinted  at  by  P.  N.  Rosenstein-Rodan  that  in  a  world  of 
disequilibrium  dynamics  pecuniary  external  economies  may  play  an  independent 
role  —  one  distinct,  that  is,  from  simply  being  an  unreliable  signal  of  monopoly 
troubles  ( Economic  Journal,  LIII,  1943,  202-il). 

7.  Ibid.,  p.  9. 

8.  There  is  one  qualification  to  be  made:  if  all  public  good  and  increasing 
returns  to  scale  industries  produce  only  intermediate  products,  all  externalities 
may  cancel  out  in  intra-business-sector  transactions.  If  so,  only  total  revenues 
and  total  costs  have  to  be  summed.  Incidentally,  the  exposition  may  mislead¬ 
ingly  suggest  another  symmetry  between  Types  (2)  and  (3).  In  a  pure  Type  (3) 
situation,  if  there  are  no  public  producers’  goods,  then  while  prices  cannot  be 
used  to  ration  the  bliss  point  output-mix,  they  can  be  used  efficiently  to  mediate 
production.  In  Type  (2),  on  the  other  hand,  if  all  final  consumables  are  divisible, 
price  calculations,  while  failing  in  production,  will  work  in  exchange.  This 
symmetry  breaks  down,  of  course,  as  soon  as  one  violates,  as  does  the  real  world, 
the  two  “if’s.” 
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Smith,  etc.  But  if  thereby  some  people  (e.g.,  the  recluse)  are  made 
happier  and  some  (e.g.,  the  passers-by)  less  happy,  any  decision  about 
whether  to  “exclude”  or  not  implies  an  algebraic  summing  of  the 
somehow-weighted  utilities  of  the  people  involved.  And  if  the  wall 
requires  scarce  resources,  the  final  utility  sum  must  be  matched 
against  the  cost  of  the  wall.  When  Type  (3)  blends  with  indivisibility 
in  production,  as  it  does  in  the  case  of  the  wall,  or  in  the  case  of  a 
lighthouse,  the  comparison  has  to  be  made  between  intramarginal 
totals.  Where  no  lumpiness  is  involved  (e.g.,  the  decibels  at  which 
I  play  my  radio)  only  MRS  and  perhaps  M C  calculations  are  called 
for.  But  the  really  crucial  decision  may  well  be  about  how  much 
perfectly  feasible  appropriation  and  exclusion  is  desirable. 

Arrangements  to  offset.  It  is  of  interest  to  speculate  what,  if  any, 
organizational  rearrangements  could  offset  the  three  categories  of 
externality  and  avoid  the  need  for  centrally  calculated  tax-subsidy 
schemes.9  In  concept,  Type  (1)  can  be  offset  by  rearrangements  of 
ownership  and  by  “proper”  bookkeeping,  such  as  need  not  violate 
the  structural  requirements  of  decentralized  competition.  Further, 
no  resort  to  nonmarket  tests  would  be  required.1 

Types  (2)  and  (3)  are  not  so  amenable  to  correction  consistent 
with  decentralized  institutions.  The  easiest  possible  case  occurs 
where  increasing  returns  obtain  on  the  level  of  single  producers’-good 
plants,  much  of  whose  production  can  be  absorbed  by  a  single  user 
firm.  Here  vertical  integration  takes  care  of  the  problem.  Not  every 
process  inside  a  well-run  firm  is  expected  to  cover  its  cost  in  terms 
of  the  correct  set  of  internal  accounting  (shadow)  prices.  Total 
profits  are  the  only  criterion,  and  it  may  pay  a  firm  to  build  a  private 
bridge  between  its  two  installations  on  opposite  sides  of  a  river  yet 
charge  a  zero  accounting  price  for  its  use  by  the  various  decentralized 
manufacturing  and  administrative  divisions;  the  bridge  would  make 
accounting  losses,  yet  total  company  profits  will  have  increased.  As 
long,  then,  as  such  integration  is  consistent  with  the  many-firms 
requirement  for  competition,  no  extra-market  tests  are  required.2 
The  private  total  conditions:  TR  less  TC,  correctly  account  for  social 
gain. 

9!  For  illustrative  derivation  of  the  formulas  for  corrective  taxes  and  sub¬ 
sidies  in  Type  (1)  situations,  see  Meade  (op.  cit.). 

1.  The  Emancipation  Proclamation  could  constitute,  of  course,  a  substantial 
barrier. 

2.  If,  however,  the  “break  even”  scale  of  operation  of  the  integrated  firm 
(i.e.,  where  MC  cuts  AC  from  below)  is  much  greater  than  if  the  river  had  not 
been  there  to  span,  or  could  be  spanned  by  some  means  of  a  lower  fixed-cost-to- 
variable-cost  ratio,  the  monopoly  problem  may  simply  be  “pushed  forward”  to 
consumer  markets. 
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Where  a  producers’-good  firm,  required  to  produce  at  a  stage  of 
falling  AC,  sells  to  many  customer  firms  and  industries,  an  adding  up 
of  all  the  associated  TR’s  and  TC’s  at  the  precalculated  as  if  com¬ 
petitive  prices  associated  with  the  bliss  point  would  again  effectively 
"mop  up”  all  social  costs  and  benefits.3  But  the  institutional  reorgan¬ 
ization  required  to  get  correct  decentralized  calculation  involves  hori¬ 
zontal  and  vertical  integration,  and  the  monopoly  or  oligopoly 
problem  looms  large  indeed.  The  Type  (3)  case  of  a  pure  producers’ 
public  good  belongs  here:  only  input  MRS’s  along  production  func¬ 
tions  require  summing. 

In  the  general  case  of  a  mixed  producer-consumer  good  (or  of  a 
pure  consumer  good)  which  is  “public”  or  is  produced  under  condi¬ 
tions  of  increasing  returns  to  scale,  it  is  impossible  to  avoid  comparison 
of  multiperson  utility  totals.  Explicit  administrative  consideration 
must  be  given,  if  you  like,  to  consumer’s  and  producer’s  surpluses  for 
which  no  market-institution  tests  exist  short  of  that  provided  by  a 
perfectly  discriminating  monopolist.  But  to  invoke  perfect  discrim¬ 
ination  is  to  beg  the  question.  It  implies  knowledge  of  all  preference 
functions,  while  as  Samuelson  has  emphasized,4 5  the  crucial  game- 
theoretical  quality  of  the  situation  is  that  consumers  will  not  cor¬ 
rectly  reveal  their  preferences:  it  will  pay  them  to  “cheat.” 

Blends.  Examination  is  needed  of  various  blends  of  Types  (2) 
and  (3),  such  as  Sidgwick’s  lighthouse;6  or,  for  that  matter,  and  as 
suggested  by  Samuelson,  of  blends  of  public  and  private  goods  even 
where  all  production  functions  are  fully  convex.  There  are  many 
puzzling  cases.  Do  bridge  crossings  differ  in  kind  from  radio  programs? 
Both  involve  indivisibility  and,  where  variable  cost  is  zero  for  the 
bridge,  zero  MC’s.  The  correct  price  for  an  extra  stroller,  as  for  an 
extra  listener,  is  clearly  zero.  Yet  bridge  crossings  have  a  distinctly 
private  quality:  bridges  get  congested,  physical  capacity  is  finite. 
This  is  not  true  of  a  broadcast.  There  is  no  finite  limit  to  the  number 

3.  Assuming  that  all  consumer  goods  are  finely  divisible  and  require  no 
lumpy  decisions  by  consumers. 

4.  Cf.  any  of  the  three  “Public  Expenditure”  articles  (supra). 

5.  Sidgwick,  by  the  way,  as  also  Pigou,  thought  of  a  lighthouse  as  of  Type 
(1).  It  is,  of  course,  “inconvenient”  to  levy  tolls  on  ships,  but  it  is  hardly  impos¬ 
sible  to  “exclude,”  for  instance  by  means  of  “scrambling”  devices  (though  poor 
Sidgwick  could  hardly  have  known  about  such  things).  The  point  is,  rather, 
that  it  would  be  inefficient  to  do  so:  the  marginal  cost  to  society  of  an  additional 
ship  taking  directional  guidance  from  the  beacon  atop  the  Statue  of  Liberty  is 
zero,  ipso  price  should  be  zero.  In  the  case  of  a  lighthouse  this  is  twice  true: 
because  the  beacon  is  in  the  nature  of  a  public  good:  more  for  the  Queen  Mary 
means  no  less  for  the  Liberty ;  and  because  a  lighthouse  is  virtually  an  all-fixed- 

cost,  zero  variable-cost  facility. 
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of  sets  that  can  costlessly  tune  in.6  Radio  programs,  then,  have  a 
public  dimension.  Yet,  in  a  sense,  so  do  bridges.  While  your  bridge 
crossing  is  not  my  bridge  crossing,  in  fact  could  limit  my  crossings, 
your  bridge  is  my  bridge.  What  is  involved  here  is  that  most  things 
are  multidimensional  and  more  than  one  dimension  may  matter. 


V.  Efficiency,  Markets  and  Choice  of  Institutions 

All  the  above  has  to  do  with  the  statical  efficiency  of  price- 
directed  allocation  in  more  or  less  idealized  market  situations.  Rele¬ 
vance  to  choice  of  institutions  depends,  of  course,  on  the  prevalence 
of  the  phenomena  which  cause  externality  and  on  the  importance  to 
be  attached  to  statical  efficiency.  Space  precludes  extensive  discus¬ 
sion  of  these  important  issues,  but  a  few  casual  comments,  in  the 
form  of  dicta,  are  perhaps  warranted. 

How  important  are  nonappropriability,  nonconvexity  and  public 
goods?  I  would  be  inclined  to  argue  that  while  nonappropriability 
is  of  small  import,7  the  same  cannot  be  said  of  the  other  two.  True 
enough,  it  is  difficult  to  think  of  many  examples  of  pure  public  goods. 
Most  things  —  even  battleships,  and  certainly  open  air  concerts  and 
schools  (though  not  knowledge)  —  have  an  “if  more  for  you  then 
less  for  me”  quality.  But  this  is  of  little  comfort.  As  long  as  activ¬ 
ities  have  even  a  trace  of  publicness,  price  calculations  are  inefficient.8 
And  it  is  surely  hard  to  gainsay  that  some  degree  of  public  quality 
pervades  much  of  even  narrowly  “economic”  activity. 

Lumpiness,  in  turn,  and  nonlinearity  of  the  increasing  returns 
sort,  while  in  most  instances  a  matter  of  degree,  and,  within  limits,  of 
choice,  are  also  in  the  nature  of  things.  The  universe  is  full  of  singu¬ 
larities,  thresholds  and  nonproportionalities:  speed  of  light,  gravita¬ 
tional  constant,  the  relation  of  circumference  to  area,  etc.  As  econo¬ 
mists  we  can  cajole  or  bully  engineers  into  designing  processes  and 
installations  that  save  on  congealed  inputs  and  give  smaller  maximal 
service  yields,  especially  when  designing  for  low-income  communities. 
But  the  economically  perhaps  arbitrary,  not  completely  physics- 
imposed  quality  of  indivisibilities  associated  with  standard  designs 

6.  Richard  Eckaus  has  suggested  to  me  that  it  is  possible  to  exhaust  the 
space  to  which  the  broadcast  is  limited  and  that  this  makes  the  situation  a  little 
more  like  that  of  a  bridge.  Neither  of  us  is  entirely  satisfied,  however. 

7.  Except  for  labor  skills  —  and  these  would  take  us  beyond  the  bounds 
of  reversible  statics. 

8.  This  is  not  to  say  that  there  exist  other  feasible  modes  of  social  calculation 
and  organization  which  are  more  efficient. 
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and  ways  of  doing  things  should  not  blind.  Nonlinearity  and  lumpi¬ 
ness  are  evident  facts  of  nature.9 

More  important,  at  this  level  of  discourse1  —  though  perhaps  it 
hardly  need  be  said  —  is  that  statical  market  efficiency  is  neither 
sufficient  nor  necessary  for  market  institutions  to  be  the  preferred 
mode  of  social  organization.  Quite  apart  from  institutional  considera¬ 
tions,  Pareto  efficiency  as  such  may  not  be  necessary  for  bliss.2  If, 
e.g.,  people  are  sensitive  not  only  to  their  own  jobs  but  to  other 
people’s  as  well,  or  more  generally,  if  such  things  as  relative  status, 
power,  and  the  like,  matter,  the  injunction  to  maximize  output,  to 
hug  the  production-possibility  frontier,  can  hardly  be  assumed  neu¬ 
tral,”  and  points  on  the  utility  frontier  may  associate  with  points 
inside  the  production  frontier.3  Furthermore,  there  is  nothing  pre¬ 
ordained  about  welfare  functions  which  are  sensitive  only  to  indi¬ 
vidual  consumer’s  preferences.  As  a  matter  of  fact,  few  people  would 
take  such  preferences  seriously  enough  to  argue  against  any  and  all 
protection  of  individuals  against  their  own  mistakes  (though  no 
external  effects  be  involved). 

All  this  is  true  even  when  maximization  is  subject  only  to  techno¬ 
logical  and  resource  limitations.  Once  we  admit  other  side  relations, 
which  link  input-output  variables  with  “noneconomic”  political  and 
organizational  values,  matters  become  much  more  complicated.  If 
markets  be  ends  as  well  as  means,  their  nonefficiency  is  hardly  suffi¬ 
cient  ground  for  rejection.4  On  the  other  hand,  efficient  markets  may 

9.  Their  quantitative  significance  is,  of  course,  very  sensitive  to  scale,  to 
“size”  of  markets.  This  explains  the  particular  emphasis  on  the  role  of  “social 
overheads”  in  low  income  countries. 

1.  Where  recourse  to  strategic  considerations  of  feasibility,  crucial  though 
they  be,  is  quite  out  of  order. 

2.  That  it  is  never  sufficient  is,  of  course,  well  known.  Of  the  infinite 
Pareto-efficient  configurations  at  best  only  one:  that  which  gives  the  right 
distribution  of  income  in  terms  of  the  W-function  that  is  to  count,  has  normative, 
prescriptive  significance.  Moreover,  most  interesting  TT-functions  are  likely  to 
be  sensitive  to  “noneconomic”  factors,  such  as  are,  if  not  inconsistent,  at  least 
extraneous  to  Paretian  considerations.  Where  such  additional  values  of  a  political 
or  social  nature  are  separable  from  input-output  values  (i.e.,  where  the  two  sets 
can  be  varied  independently  of  each  other)  one  “can”  of  course  separate  the  over¬ 
all  F-function  into  a  “political”  and  an  “economic”  component  and  maximize 
separately  over  each. 

3.  This  is  different  from  the  usual  case  of  consumer  sensitivity  to  the  input- 
output  configuration  of  producers,  e.g.,  factory  soot  or  a  functional  but  ugly 
plant  spoiling  the  view.  Such  joint-product  “bads”  can  be  treated  as  inputs 
and  treated  in  the  usual  Paretian  fashion.  It  is  a  different  matter  that  their 
public  quality  will  violate  duality,  hence  render  market  calculation  inefficient. 

4.  This  is  too  crude  a  formulation.  It  is  not  necessary  that  markets  as  such 
be  an  “ultimate”  value.  Political  and  social  (non-output)  values  relating  to  the 
configuration  of  power,  initiative,  opportunity,  etc.,  may  be  so  much  better  served 
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not  do,  even  though  Pareto-efficiency  is  necessary  for  bliss.  Even 
with  utopian  lump-sum  redistribution,  efficiency  of  the  “invisible 
hand”  does  not  preclude  preference  for  other  efficient  modes  of 
organization,  if  there  be  any.6 

Yet  when  all  is  said,  and  despite  the  host  of  crucial  feasibility 
considerations  which  render  choice  in  the  real  world  inevitably  a 
problem  in  the  strategy  of  “second  best,”  it  is  surely  interesting  and 
useful  to  explore  the  implications  of  Paretian  efficiency.  Indeed, 
much  remains  to  be  done.  There  is  need,  in  particular,  for  more 
systematic  exploration  of  the  inadequacies  of  market  calculation  in 
a  setting  of  growth.6 

by  some  form  of  nonefficient  market  institutions  than  by  possible  alternative 
modes  of  more  efficient  organization  as  to  warrant  choice  of  the  former.  The 
analytical  point,  in  all  this,  is  that  the  outcome  of  a  maximization  process  and 
the  significance  of  “efficiency”  are  as  sensitive  to  the  choice  of  side-conditions  as 
to  the  welfare-function  and  that  these  need  be  “given”  to  the  economist  in  the 
same  sense  that  a  welfare  function  has  to  be  given. 

5.  The  above  is  still  strictly  statical.  For  related  dynamical  problems,  e.g., 
possible  conflict  between  one-period  and  intertemporal  efficiency,  cf.,  “On  Capital 
Productivity,  Input  Allocation  and  Growth,”  this  Journal,  LXXI  (Feb.  1957). 

6.  The  development  literature  on  market  failure,  while  full  of  suggestive 
insight,  is  in  a  state  of  considerable  confusion.  Much  work  is  needed  to  exhaust 
and  elucidate  the  seminal  ideas  of  Young,  Rosenstein-Rodan,  Nurkse  and  others. 
For  important  beginnings,  see  Scitovsky  (op.  tit.),  M.  Fleming,  “External  Econ¬ 
omies  and  the  Doctrine  of  Balanced  Growth,”  Economic  Journal,  LXV  (June 
1955),  and  Fellner  (op.  tit.). 

The  view  that  we  should  not  turn  social  historian  or  what  not,  that  the 
logic  of  economizing  has  some  prescriptive  significance,  rests  on  the  belief  that 
narrowly  “economic”  efficiency  is  important  in  terms  of  many  politically  relevant 
IF-functions,  and  consistent  with  a  wide  variety  of  power  and  status  configura¬ 
tions  and  modes  of  social  organization.  On  the  other  hand,  some  may  feel  that 
the  very  language  of  Paretian  welfare  economics:  “welfare  function,”  “utility- 
frontier,”  in  relation  to  choice  of  social  institutions,  is  grotesque.  What  is  at 
stake,  of  course,  is  not  the  esthetics  of  language,  on  which  I  yield  without  demur, 
but  abstraction  and  rigorous  theorizing. 
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This  paper  reviews  the  principal  questions  which  have  arisen  as 
economists  have  developed  the  theory  of  workable  competition.  The 
answers  that  are  suggested  may  be  summarized  as  follows: 

The  theory  of  workable  competition  is  best  understood  as  an 
attempt  to  indicate  what  practically  attainable  states  of  affairs  are 
socially  desirable  in  individual  capitalistic  markets.  In  its  develop¬ 
ment,  the  1930’s  are  a  sort  of  benchmark.  Since  then,  two  points 
have  received  more  general  emphasis.  One  is  that  perfect  competi¬ 
tion  is  not  a  reliable  basis  for  normative  appraisal  of  actual  markets. 
The  other  is  that  it  is  necessary  to  formulate  explicitly  a  criterion  of 
workable  competition;  that  is,  a  criterion  whose  greater  fulfilment 
implies  a  socially  better  situation,  and  whose  complete  fulfilment  is 
necessary  and  sufficient  for  achievement  of  what  the  public  interest 
demands. 

All  useful  criteria  of  workability  —  including  those  specifying 
adequacy  of  alternatives  and  absence  of  market  power  —  amount  to  a 
set  of  mutually  consistent  norms  for  certain  individual  market  charac¬ 
teristics.  The  various  characteristics  of  a  market  have  different 
normative  significance.  This  has  usefully  been  emphasized  by  group¬ 
ing  them  into  three  somewhat  overlapping  categories  —  performance, 
conduct,  and  structure. 

Eighteen  writers  have  proposed  sophisticated  criteria  of  work¬ 
ability.  These  can  be  summarized  in  a  rather  long  list  of  norms  for 
performance,  conduct,  and  structure.  Fundamentally  the  criteria 
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proposed  differ  in  two  respects.  First,  they  demand  a  satisfactory 
situation  in  different  combinations  of  the  three  categories  —  just 
performance,  or  both  conduct  and  structure,  etc.  —  and,  within  a 
mutually  chosen  category,  in  different  combinations  of  its  component 
elements  or  dimensions.  Second,  they  demand  different  achieve¬ 
ments  for  given  individual  dimensions  to  be  satisfactory. 

Performance  norms  summarize  the  relevant  “economic”  and 
“political”  values.  These  cannot  be  bypassed  by  including  only 
structure  or  conduct  norms.  The  values  can  be  handled  somewhat 
objectively  by  viewing  performance  attainments  as  instrumental  to 
certain  generally  acceptable  social  goals,  and  the  importance  of 
structure  and  conduct  conditions  as  deriving  from  their  net  implica¬ 
tions  for  performance.  A  presumption  in  favor  of  buyers’  sovereignty 
helps  to  resolve  what  is  inherent  —  interaim  and  interpersonal 
comparisons. 

Performance  is  what  is  of  ultimate  importance  here.  Whether 
it  is  satisfactory  cannot  be  inferred  from  fulfilment  of  requirements 
for  structure  and  conduct;  satisfactory  performance  requires  an  exer¬ 
cise  of  managerial  discretion  and  a  sense  of  social  responsibility. 
Consequently,  structure-conduct  accomplishments  should  not  be 
sufficient  for  workability.  But  they  should  be  necessary.  Perform¬ 
ance  often  can  be  appraised  only  roughly  and  manipulated  only  indi¬ 
rectly,  so  that  it  is  not  clear  whether  past  and  prospective  perform¬ 
ance  could  be  improved  or  assured  unless  recent  and  potential  revi¬ 
sions  in  structure  and  conduct  are  considered.  Price-fixing  should 
not  be  tolerated  merely  because  performance  is  stressed  and  already 
seems  favorable,  or  because  collusion’s  effects  in  a  particular  market 
cannot  be  traced  with  certainty,  or  because  it  has  some  favorable 
implications  for  performance.  Satisfactory  performance,  conduct, 
and  structure  should  be  necessary  and  sufficient  for  workability. 

Traditionally  the  “monopoly  problem”  encompasses  only  certain 
aspects  of  performance,  conduct,  and  structure.  However,  these  are 
interdependent  with  other  market  characteristics  that  represent  and 
influence  the  achievement  of  satisfactory  performance.  All  must  be 
appraised  simultaneously.  The  “monopoly  problem”  makes  sense 
not  as  the  evils  of  high  concentration,  but  as  the  whole  problem  of 
achieving  a  socially  optimum  market  situation.  The  workability 
criterion  should  demand  a  satisfactory  state  of  all  malleable  dimen¬ 
sions  of  performance,  conduct,  and  structure. 

The  criterion  used  to  delineate  the  area  of  appraisal  is  not  critical. 
The  more  convenient  of  demand  cross-elasticities  or  technological 
considerations  may  be  used.  With  either,  the  market’s  condition 
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can  be  appraised  only  if  analysis  is  extended  to  connections  with 
outside  products  and  producers. 

Certain  well-known  structure  and  conduct  attributes  almost 
invariably  tend'  to  worsen  performance.  These  the  workability  cri¬ 
terion  should  condemn  categorically.  But  usually  the  feasibility  an 
desirability  of  specific  structure  and  conduct  characteristics,  like  low 
concentration,  depend  on  the  degree  to  which  many  others  are  or  can 
be  present,  and  on  a  variety  of  considerations  which  vary  from  market 
to  market.  Likewise,  the  same  performance  results  cannot  and  should 
not  be  realized  in  different  kinds  of  market  situations.  Guesswork 
and  subjectivity  cannot  be  avoided  in  appraising  these  characteristics^ 
But  gross  errors  can  be,  by  appraising  them  with  the  help  of  a  body  ot 
contingent  predictions  and  qualified  judgments,  and  m  the  light  ot 
performance  effects,  needs,  and  compromises  in  a  particular  market. 
The  norms  for  these  characteristics  should  demand  merely  that  they 
be  in  a  state  which,  in  view  of  economic  and  legal  necessities,  has  no 
feasible  and  preferable  alternative.  No  qualification  is  warranted  by 
the  fact  that  cause  or  blame  for  a  deficiency  may  not  be  attributable 


to  the  enterprises  concerned. 

These  norms  can  be  aggregated  to  provide  a  goal  for  market 
situations,  a  standard  of  “adequate”  conditions,  and  a  basis  for  rating 
actual  cases.  A  market  should  be  adjudged  “almost  workable,” 
“workable”  or  “optimum”  according  to  the  frequency  and  extent 
that  its  individual  performance,  conduct,  and  structure  attributes 
depart  from  being  as  favorable  as  unavoidable  circumstances  permit. 
This  criterion  differs  from  previous  suggestions  in  emphasizing  per¬ 
formance,  conduct  and  structure,  in  including  all  malleable  dimen¬ 
sions  of  each  category,  in  demanding  specific  attainments  for  a  few 
dimensions  combined  with  unimprovability  for  those  remaining,  and 
in  appraising  improvability  by  reference  to  all  significant  effects  of 
all  practicable  remedies. 

The  “optimum”  rating  requires  attainment  of  specific  conditions 
only  for  the  few  market  characteristics  which  are  desirable  generally. 
This  permits  the  concept  to  apply  to  all  sorts  of  “unregulated”  capi¬ 
talistic  markets,  but  without  presupposing  optima  elsewhere.  Under¬ 
lying  a  rating  are  a  variety  of  subjective  judgments  of  value  and  fact. 
The  part  of  these  pertaining  to  social  goals  makes  the  concept  useful 
to  public  policy.  However,  “noneconomic”  considerations  make  it 
undesirable  —  indeed,  impossible  —  for  the  law  to  enforce  workable 
competition  and  solve  the  problem  of  monopoly. 

A  catalog  of  market  dimensions  and  norms  is  suggested  in  the 


appendix. 
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I.  The  Nature  of  the  Theory  of  Workable  Competition 

The  theory  is  probably  best  understood  as  an  attempt  to  formu¬ 
late  certain  normative  standards.  The  norms  are  to  indicate  what 
practically  attainable  states  of  affairs  are  socially  desirable  in  the 
condition  of  individual  capitalistic  markets.1  Fulfilment  of  the  norms 
is  to  represent  a  satisfactory  solution  to  the  problem  of  monopoly. 

It  would  be  misleading  to  suggest  that  the  theory  dates  from 
1933,  when  many  of  its  fundamental  notions  were  presented  by 
Chamberlin,  or  from  1940,  when  it  was  elaborated  and  christened  by 
J.  M.  Clark.2  Contemporary  normative  analysis  of  the  monopoly 
problem  does  not  sharply  depart  from  the  views  of  earlier  writers.3 
However,  matters  of  degree  are  important,  and  the  recent  more 
general  emphasis  on  two  fundamental  points  makes  it  helpful  to  think 
of  the  1930’s  as  something  of  a  benchmark. 

A.  Perfect  Competition  Rejected  as  a  Norm 

The  first  point  is  quite  generally  accepted,4  although  —  as  will 
appear  later  —  its  radical  implications  are  not  yet  fully  digested.  The 
point  is  that  the  set  of  market  structure  and  conduct  attributes  which 
define  “perfect  competition”  constitute  individually  and  collectively 
neither  a  normative  ideal  nor  a  satisfactory  basis  for  appraising  actual 
market  conditions.8 

What  came  to  be  called  “perfect  competition”  involves  an 
effectively  infinite  number  of  relatively  small  buyers  and  sellers  of  a 
standardized  product,  each  rationally  seeking  his  maximum  advan¬ 
tage,  independently  of  other  traders  and  free  of  public  “controls,”  in  a 
continuous  market  with  “complete”  and  costless  knowledge,  access, 
and  mobility.  The  arguments  against  idealizing  atomistic  competi¬ 
tion,  perfect  and  imperfect,  cover  a  variety  of  issues  —  nonoptimum 

1.  Compare  E.  S.  Mason,  “Workable  Competition  Versus  Workable  Mo¬ 
nopoly,”  chap.  18  of  Mason’s  Economic  Concentration  and  the  Monopoly  Problem 
(Cambridge,  1957),  p.  382. 

2.  E.  H.  Chamberlin,  Theory  of  Monopolistic  Competition.  J.  M.  Clark, 
“Toward  a  Concept  of  Workable  Competition,”  American  Economic  Review,  XXX 
(June  1940),  241-56. 

3.  See  S.  Peterson,  “Antitrust  and  the  Classic  Model,”  American  Economic 
Review,  XLVII  (March  1957),  60-78. 

4.  See,  e.g.,  the  Report  of  the  Attorney  General’s  National  Committee  to  Study 
the  Antitrust  Laws  (Washington,  1955),  p.  316. 

5.  Perfect  competition  remains  a  very  useful  concept  for  certain  analytical 
comparisons,  as  in  defining  “entry  barriers”;  for  a  first  approximation  to  certain 
descriptive  results,  as  in  deciding  what  profits  tend  to  be  with  low  concentration; 
for  aggregative  analyses  abstracting  from  unpredictable  market  irregularities,  as 
in  appraising  the  Pigou  effect;  and  for  an  indication  of  what  structure-conduct 
elements  may  have  especial  influence  and  what  performance  results  especial  perti¬ 
nence  in  the  operation  of  actual  markets. 
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conditions  elsewhere,  economies  of  scale,  poor  management,  capital 
shortage,  requisites  and  effects  of  exploration  and  of  research  and 
development,  external  economies  and  diseconomies,  dispersion  and 
individuality  in  traders  and  variety  in  outputs,  immobile  excess 
capacity,  chronic  distress,  unfair  tactics,  depression-spreading,  incor¬ 
rect  and  inconsistent  expectations,  atoms  blundering  about  a  moving 
equilibrium.6  In  addition,  it  is  recognized  that  the  extremes  which 
define  atomistic  and  otherwise-perfect  competition  tell  us  nothing 
about  desirable  gradations  in  even  the  few  dimensions  to  which  they 
refer;  yet  market  characteristics  are  scaled,  not  either-or,  so  that  the 
choices  open  to  normative  appraisal  relate  not  to  whether,  but  to 
how  much  there  should  be  of  concentration,  bigness,  heterogeneity, 
price  flexibility,  etc.7 

These  arguments  are  well  known  and  need  not  be  detailed  here. 
What  they  amount  to  is  recognition  that  the  perfectly  competitive 
structure  and  conduct  are  unattainable  in  any  real  market,  that 
closer  approximations  to  them  may  entail  worse  performance  than 
more  distant,  and  that  the  closest  possible  approximation  would 
entail  actual  and  even  equilibrium  performance  of  dubious  desira¬ 
bility.8 

This  conclusion  is  sometimes  obscured  by  an  unfortunate  use  of 
language.  The  label  “monopolistic”  is  often  attached  to  markets  and 
market  characteristics  whose  concentration,  heterogeneity,  and  per¬ 
haps  other  attributes  depart  from  perfect  competition.  In  addition, 
“monopolistic”  in  ordinary  and  legal  usage  describes  something 
which  is  socially  undesirable,  while  “competitive”  carries  overtones 
of  approval.  The  result  is  that  “competitive”  and  “monopolistic” 

6.  The  development  of  these  arguments  in  the  1930’s  can  be  sketched  as 
follows:  J.  M.  Clark,  Studies  in  the  Economics  of  Overhead  Costs,  e.g.,  p.  460; 
Chamberlin,  Theory  of  Monopolistic  Competition,  op.  cit.,  the  especially  pertinent 
arguments  of  which  Chamberlin  has  recently  restated  in  “Product  Heterogeneity 
and  Public  Policy,”  American  Economic  Review,  XL  (May  1950),  85—92,  and  in  his 
paper  in  the  collection  Monopoly  and  Competition  and  Their  Regulation  (London, 
1954),  which  he  also  edited;  R.  F.  Kahn,  “Some  Notes  on  Ideal  Output,”  this 
Journal,  XLV  (Mar.  1935),  29;  D.  H.  Wallace,  “Monopolistic  Competition  and 
Public  Policy,”  American  Economic  Review,  XXVI  (Mar.  1936),  80;  J.  M.  Clark, 
Social  Control  of  Business,  2d  ed.,  pp.  135-36;  Clark,  “Toward  a  Concept  of  Work¬ 
able  Competition,”  op.  cit.,  pp.  241-56;  J.  A.  Schumpeter,  Capitalism,  Socialism, 
and  Democracy,  3d  ed.,  e.g.,  p.  106;  T.  0.  Yntema,  “Competition  as  a  Norm  of 
Economic  Behavior,”  Journal  of  Business,  XIV  (July  1941),  271—76. 

7.  See,  e.g.,  M.  A.  Adelman,  “Integration  and  Antitrust  Policy,”  Harvard 
Law  Review,  LXIII  (1949),  48. 

8.  The  following  provides  an  interesting  prebenchmark  contrast:  “  .  .  .  im¬ 
perfect  though  actual  competition  is,  one  cannot  deny  that  it  tends,  to  bring  about 
the  results  which  perfect  competition  would  bring  about.  It  is  a  force  operating 
in  the  same  direction,  although  with  diminished  power  and  velocity.”  M.  W. 
Watkins,  Industrial  Combinations  and  Public  Policy,  pp.  103—4. 
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can  be  used  only  at  the  risk  of  evoking  a  descriptive  connotation  of 
closeness  to  perfect  competition  joined  with  an  emotive  connotation 
of  approval  or  disapproval.  The  point  here,  however,  is  that  such  a 
distinction  between  competition  and  monopoly  is  not  helpful  in 
appraising  the  state  of  affairs  in  actual  markets.  Markets  are  invari¬ 
ably  monopolistic  in  this  sense,  and  without  other  information  one 
does  not  know  whether  making  them  more  or  less  monopolistic  would 
tend  to  improve  their  performance.  If  a  reduction  (or  an  increase)  in 
a  market’s  concentration  proves  to  be  desirable,  it  is  better  to  say  so 
directly,  not  to  suggest  that  the  conclusion  follows  from  an  ideal  of 
perfect  competition  by  saying  —  as  is  common  —  that  the  market  is 
"not  sufficiently  competitive.”9 

B.  Explicit  Standards  Required 

The  second  matter  of  emphasis  which  may  be  said  to  charac¬ 
terize  the  theory  of  workable  competition  is  an  effort  to  be  quite 
explicit  in  setting  forth  the  normative  standards  whose  fulfilment  is 
to  represent  a  satisfactory  solution  to  the  monopoly  problem. 

It  is  not  enough  to  suggest  ground  for  confidence  “that  competi¬ 
tion  usually  would  ...  be  extremely  effective  among  as  few  as  five  or 
six  competitors.”1  What  “effective  competition”  means  must  be 
formulated  clearly;  and  standards  must  be  set  forth  which  provide 
guidance  and  assessment  for  both  “the  antitrust  laws,  which  are 
enforced  by  a  series  of  cases  against  designated  enterprises,  not  by 
general  evaluations,”  and  also  for  other  “types  of  public  policy  in 
which  big  business  generally  [and  other  market  conditions  too]  would 
be  encouraged  or  curbed.”2  It  is  thus  not  enough  even  to  formulate 
certain  necessary  conditions  of  workable  competition  —  like  no  pric¬ 
ing  collaboration  —  although  these  may  be  all  that  the  law  can 
impose.  The  task  is  to  set  forth  the  practically  attainable  conditions 
whose  presence  is  both  necessary  and  sufficient  in  a  particular  seg¬ 
ment  of  the  economy  for  it  to  be  doing  or  being  what  the  public 
interest  may  reasonably  demand  of  it,  and  whose  greater  fulfilment 
would  imply  greater  social  benefit.  This  is  the  definition  of  “work¬ 
able  competition”  or,  to  abbreviate,  the  workability  criterion. 

9.  Indeed,  the  conclusion  would  not  follow  even  if  atomism  were  desirable 
and  this  implied  that  looser  oligopoly  was  better  than  tighter.  As  Chamberlin 
notes,  “  ...  to  break  up  .  .  .  [large]  units  would  .  .  .  almost  certainly  involve  an 
increase  in  product  differentiation  .  .  .  [and  perhaps]  in  the  aggregate  of  monopoly 
power.  .  .  .”  Theory  of  Monopolistic  Competition,  7th  ed.  (Cambridge,  1956), 
p.  214,  n.  1. 

1.  J.  B.  Clark,  Essentials  of  Economic  Theory,  p.  201;  quoted  by  Peterson, 
op.  cit.,  p.  71. 

2.  C.  D.  Edwards,  Big  Business  and  the  Policy  of  Competition  (Cleveland; 
Press  of  Western  Reserve  University,  1956),  pp.  20-21,  26. 
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Seeking  explicit  standards  justified  without  idealizing  perfect 
competition,  we  turn  now  to  a  review  of  the  criteria  of  workability 
which  have  recently  been  suggested. 

II.  The  Several  Concepts  of  Workability 
In  a  field  so  ill  bounded  and  well  trod,  it  is  difficult  to  decide 
which  writers’  proposals  should  be  included.  The  most  I  can  say  is 
that  “reasonably  sophisticated”  tests  of  a  market’s  workability  have 
been  proposed  to  my  knowledge  by  eighteen  writers,  who  will  be 
named  shortly.  Among  the  eighteen,  views  have  changed  with  time, 
and  analysis  has  differed  in  many  and  subtle  ways.  The  many  varia¬ 
tions  could  be  identified  in  a  paper  this  size  only  at  the  sacrifice  of 
critical  appraisal.  I  will  emphasize  only  the  two  points  of  difference 
which  seem  fundamental.3  The  first,  occupying  Sections  II,  III,  and 
IV,  concerns  which  of  a  market’s  characteristics  should  determine  its 
workability.  The  second,  occupying  Sections  V  and  VI,  concerns 
what  to  demand  of  the  characteristics  that  are  relevant. 

A.  Structure,  Conduct,  and  Performance  Distinguished 

Obviously,  not  all  market  characteristics  have  equal  significance. 
This  is  recognized  by  grouping  the  various  dimensions  of  a  market 
into  several  categories  —  three  most  commonly.  Unfortunately, 
headings  are  seldom  defined  and  usage  is  not  uniform  even  for  indi¬ 
vidual  writers.4  “Structure”  will  be  used  here  to  refer  to  charac¬ 
teristics  which  constitute  a  market’s  patterns,  status,  composition. 
“Conduct”  will  refer  to  characteristics  which  are  enterprises’  actions, 

3.  A  more  detailed  exposition  will  be  found  in  my  dissertation,  op.  cit., 

chap.  3.  . 

4.  See,  e.g.,  J.  S.  Bain,  “The  Normative  Problem  in  Industrial  Regulation, 
American  Economic  Review,  XXXIII  (Mar.  1943),  55:  “Price  and  Production 
Policies,”  chap.  4  in  H.  S.  Ellis  (ed.),  Survey  of  Contemporary  Economics,  I,  142-43, 
160-61;  “Workable  Competition  in  Oligopoly,”  American  Economic  Review,  XL 
(May  1950),  38,  44-45.  C.  D.  Edwards,  Maintaining  Competition,  pp.  9-10; 
“Public  Policy  and  Business  Size,”  Journal  of  Business,  XXIV  (Oct.  1951),  285— 
86.  C.  E.  Griffin,  An  Economic  Approach  to  Antitrust  Problems  (No.  441  in  the 
American  Enterprise  Association’s  series,  “National  Economic  Problems”;  New 
York,  1951),  p.  59.  E.  S.  Mason,  “Competition,  Price  Policy,  and  High-Level 
Stability,”  in  Economic  Institute  on  Pricing  Problems  and  the  Stabilization  of 
Prosperity  (U.S.  Chamber  of  Commerce,  Washington,  1947),  pp.  21—22;  “Current 
Status  of  the  Monopoly  Problem  in  the  United  States,”  Harvard  Law  Review, 
LXII  (June  1949),  1267-82;  “Economists  View  Bigness  in  Business,”  Commercial 
and  Financial  Chronicle,  CLXXI  (Jan.  26,  1950),  25;  “Methods  of  Developing  a 
Proper  Control  of  Big  Business,”  Proceedings  of  the  Academy  of  Political  Science, 
XVIII  (Jan.  1939),  44.  “Price  and  Production  Policies  of  Large-Scale  Enter¬ 
prise,”  American  Economic  Review,  XXIX  (Mar.  1939),  66,  73—74.  D.  H.  Wallace, 
“Industrial  Markets  and  Public  Policy:  Some  Major  Problems,”  Public  Policy,  I, 
115,  128. 
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dealings,  or  tactics.  “Performance”  will  refer  to  dimensions  which 
represent  the  realization  of  normatively  significant  “economic” 
results.6  Conduct  and  performance  together  are  sometimes  called 
“behavior.” 

It  is  important  to  notice  that  “structure,”  “conduct,”  and 
“performance”  have  been  defined  in  a  way  which  allows  individual 
market  characteristics  to  fall  under  more  than  one  heading.  Structure 
and  conduct  overlap  because  certain  events  can  usefully  be  viewed  as 
patterns  in  some  contexts  and  as  processes  in  others.  Thus,  product 
variety  can  be  viewed  either  as  the  presence  of  heterogeneity  in  out¬ 
puts  or  as  producers’  active  creation  of  differently-received  outputs  — 
product  differentiation.  Performance  and  structure-conduct  overlap 
because  certain  patterns  or  practices  not  only  influence  performance, 
but  simultaneously  bear  directly  on  what  the  observer  sees  as  aims 
for  a  good  economy,  and  so  have  normative  significance  —  perform¬ 
ance  standing  —  in  themselves.  Thus,  product  variety  can  be  inter¬ 
preted  also  as  an  allocation  of  resources  which  adjusts  to  buyers’ 
diverse  budgets,  wants,  and  locations. 

It  is  also  important  to  notice  that  this  separation  into  structure, 
conduct,  and  performance  corresponds  only  imperfectly  to  the  direc¬ 
tion  of  causation.  Causation  will  operate  in  various  directions  within 
and  among  the  several  layers.  A  structure  which  includes,  say,  high 
concentration  of  supply  may  promote  certain  conduct,  say  price 
stabilization;  but  conduct,  say  combination,  may  alter  structure. 
Structure  and  conduct  together  may  generate  certain  performance, 
say  excessive  profits,  but  the  profits  may  in  turn  attract  entry  which 
modifies  concentration  or  pricing  practices. 

Basically,  however,  the  categories  correspond  to  steps  in  a  means- 
ends  argument.  They  thereby  form  the  basis  of  different  analytical 
approaches  to  the  concept  of  workable  competition.  Indeed,  it  can 
be  asserted  that  all  useful  approaches  to  the  concept  ultimately  reduce 
to  standards  for  a  market’s  structure,  conduct,  or  performance. 

B.  Two  Specious  Tests 

The  point  applies  to  the  legal  shibboleths  —  no  power  to  raise 
prices  or  exclude  competitors,6  on  which,  wisely,  none  of  our  eighteen 
writers  rely.  Taken  literally,  these  criteria  demand  perfect  competi¬ 
tion,  and  condemn  it  even  if  demand  and  price  rise.  If  not  taken 
literally,  the  criteria  evaporate  into  a  search  for  standards  which  can 

5.  The  qualification  “economic”  is  needed  here,  despite  its  vagueness, 
unless  we  are  prepared  to  cover  everything  involved  to  which  “the  community 
assigns  value  —  the  presence  of  religious  symbols,  for  example. 

6.  See,  e.g.,  Report  of  the  Attorney  General’s  Committee,  op.  cit.,  p.  44. 
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distinguish  and  assess  various  types  and  degrees  of  power  according 
to  their  origin,  strength,  duration,  or  exercise.7  The  search  can  turn 
nowhere  except  to  norms  for  aspects  of  a  market’s  structure,  conduct, 
and  performance  —  aspects  like  output  heterogeneity,  profit  levels, 
proximity  of  substitutes,  and  predation  and  coercion.8 

Another  specious  test  — this  one  suggested  by  several  of  the 
writers,  Adelman,  Edwards,  and  Wilcox  —  proposes  in  effect  that 
competition  be  considered  workable  if  there  are  available  to  traders 
an  adequate  number  of  genuine  alternatives.9  In  itself,  this  criterion 
merely  rephrases  the  original  question.  Competition  is  just  the 
process  of  providing  options  or  alternatives.1  Alternatives  always 
exist,  since  competition  “merges  into  substitution,  2  and  one  could 
always  use  something  else  in  place  of  aluminum.”3  What  is  significant 
for  the  workability  of  any  one  market  might  be  the  number,  kind,  or 
importance  of  the  price  or  product  options  or  their  providers  or 
receivers.  The  criterion  is  not  operational  until  the  meaning  of 
“alternatives”  and  the  tests  of  their  adequacy  are  made  concrete. 
When  this  is  done,  it  is  evident  that  the  notion  of  adequate  alterna¬ 
tives  is  merely  a  different  label  for  a  workability  criterion  which  in 
fact  is  composed  of  structure,  conduct,  or  performance  norms.4 

7.  Ibid.,  pp.  48-55. 

8.  Compare  Adelman,  “Integration  and  Antitrust  Policy,”  op.  cit.,  p.  48; 
Mason,  Economic  Concentration ,  op.  cit.,  pp.  387-88. 

9.  Adelman  declares  that  for  workable  competition,  “A  sufficient  number  of 
alternatives  open  to  any  given  buyer  or  seller  are  necessary.  .  .  .”  M.  A.  Adelman, 
“Business  Size  and  Public  Policy,”  Journal  of  Business,  XXIV  (Oct.  1951),  272; 
“Effective  Competition  and  the  Anti-Trust  Laws,”  Harvard  Law  Review,  LX  I 
(Sept.  1948),  1298,  1303-4.  Edwards  asserts  that  competition,  “As  a  safeguard 
against  .extremes  of  exploitation,  lethargy,  and  incompetence”  “consists  in  access 
by  buyers  and  sellers  to  a  substantial  number  of  alternatives  and  in  their  ability  to 
reject  those  which  are  relatively  unsatisfactory.”  C.  D.  Edwards,  Maintaining 
Competition,  op.  cit.,  pp.  9,  124.  Wilcox  states  that  competition  is  workable  if 
there  are  available  to  buyers  and  sellers,  “Genuine  alternatives  in  policy”  among 
their  respective  sources  of  supply  and  demand  sufficient  to  enable  them,  by  shifting 
their  dealing  from  one  to  another,  “Substantially  to  influence  quality,  service,  and 
price.”  C.  Wilcox,  Competition  and  Monopoly  in  American  Industry  (Monograph 
21,  U.S.  Temporary  National  Economic  Committee,  Washington,  1940),  pp.  8-9, 
19-20;  “A  Program  to  Promote  Competition,”  chap.  16  of  G.  W.  Stocking  and 
M.  W.  Watkins,  Monopoly  and  Free  Enterprise,  p.  540. 

1.  Study  the  definitions  of  J.  M.  Clark,  Alternative  to  Serfdom,  p.  70,  and 
C.  E.  Griffin,  “Economic  Objectives  and  Antitrust  Policy,”  in  Lectures  on  Federal 
Antitrust  Laws  (Ann  Arbor,  Michigan;  1953),  pp.  31-33. 

2.  Clark,  Alternative  to  Serfdom,  op.  cit.,  p.  70. 

3.  G.  J.  Stigler,  “The  Extent  and  Bases  of  Monopoly,”  American  Economic 
Review,  XXXII  (June  1942),  3,  fn.  5. 

4.  Adelman  refers  to  alternatives  which  include  the  types  of  goods  —  for 
example,  stripped  versus  begadgetted  models  —  and  appears  to  judge  their  ade¬ 
quacy  by  conduct  criteria.  “Effective  Competition,”  op.  cit.,  p.  1303.  Edwards 
refers  to  actual  and  potential  alternative  customers  and  suppliers  and  to  alterna- 
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The  question  of  what  conditions  are  necessary  and  sufficient  for 
workability,  then,  becomes  the  question  of  which  of  the  categories, 
and  which  of  their  component  dimensions,  should  be  appraised  by  the 
workability  criterion.  The  criterion  itself  will  be  an  aggregate  of 
what  may  be  called  “dimension  norms”  —  normative  standards  for 
individual  aspects  of  structure,  conduct,  or  performance.  Debate 
has  centered  on  which  norms  to  include. 

$ 

C.  Proposed  Dimension  Norms 

Certain  structure  dimension  norms  are  suggested  by  Baum, 
Clark,  Edwards,  Lewis,  Markham,  Mason,  Mund,  Smith,  Stigler, 
Stocking  and  Watkins,  and  Wilcox:  (1)  A  large  or  an  appreciable 
number  of  traders,  or  several  at  least,  none  dominant;  or  as  many  or 
at  least  as  many  as  scale  economics  permit. 5c’d’e’g’h,1’k,n,0,q  (2)  Moderate 

tive  policies  on  price,  output,  kinds  of  goods,  and  quality;  he  lists  a  number  of 
structure-conduct  requisites  of  adequacy.  “Can  the  Antitrust  Laws  Preserve 
Competition?”  American  Economic  Review,  XXX  (Mar.  1940),  11-12;  Maintain¬ 
ing  Corn-petition,  op.  ait.,  pp.  9,  124.  Wilcox  refers  to  genuine  alternatives  in 
policy;  for  their  adequacy  he  enumerates  a  series  of  structure  and  behavior  tests 
which  are  far  more  stringent  than  his  other  suggestion,  since  almost  anywhere 
traders  would,  if  many  shifted,  substantially  influence  quality  and  price.  Competi¬ 
tion  and  Monopoly  .  .  .  ,  op.  cit.,  pp.  8-9. 

Others  of  the  eighteen  writers  have  used  the  expression.  Baum  refers  to  the 
number  of  real  alternatives  of  price  and  quality;  he  would  judge  them  by  structure 
and  conduct  tests.  W.  C.  Baum,  Workable  Competition  in  the  Tobacco  Industry 
(Ph.D.  dissertation,  Harvard,  1949),  pp.  16-18,  61-62.  Griffin  speaks  of  “Alterna¬ 
tive  sources  of  goods  and  services,”  but  suggests  “Chief  reliance  upon  perform¬ 
ance.”  C.  E.  Griffin,  An  Economic  Approach  to  Antitrust  Problems  op.  cit.,  p.  60; 
Enterprise  in  a  Free  Society,  p.  300.  Mason  speaks  of  the  number  of  alternative 
buyers  and  sellers  independently  probing  the  possibilities  in  the  situation,  and 
argues  that  performance  must  be  the  test  of  adequacy.  E.  S.  Mason,  “Current 
Status  of  the  Monopoly  Problem,”  op.  cit.,  pp.  1280-82.  Smith  speaks  of  existing 
and  potential  alternatives  among  buyers  and  sellers  and  among  goods,  services, 
and  markets;  he  suggests  what  are  essentially  criteria  for  conduct  that  tends  to 
produce  better  alternative  products.  B.  Smith,  “Effective  Competition:  Hypothe¬ 
sis  for  Modernizing  the  Antitrust  Laws,”  New  York  University  Law  Review,  XXVI 
(July  1951),  412-16,  429,  436;  compare  the  often  identical  language  in  Effective 
Competition  (Report  to  the  Secretary  of  Commerce  by  his  Business  Advisory 
Council,  Dec.  18,  1952).  An  exception  to  the  transformation  of  an  alternatives 
approach  into  one  using  performance,  conduct,  or  structure  norms  seems  to  arise 
from  Baum’s  suggestion  that  “the  testimony  of  consumers  of  the  product  offers  a 
significant,  although  not  rigorous,  test”  of  the  adequacy  of  alternatives.  Work¬ 
able  Competition  in  Tobacco,  op.  cit.,  p.  18.  Buyers’  testimony  may  indeed  help 
to  indicate  whether  items  like  product  variety  are  satisfactory.  But  it  does  not 
itself  replace  those  evaluative  factors,  unless  buyers’  contentment  is  a  value  over 
and  above  the  objective  conditions  which  ordinarily  produce  it  and  other  things 
too.  If  so,  merely  another  performance  dimension  has  been  introduced. 

5.  a.'  M.  A.  Adelman,  “The  A  &  P  Case:  A  Study  in  Applied  Economic 
Theory,”  this  Journal,  LXIII  (May  1949),  247-53;  “Business  Size  and  Public 
Policy,”  op.  cit.,  p.  274;  “Effective  Competition,”  op.  cit.,  pp.  1303-4;  “Integra- 
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and  price-sensitive  quality  differentials.'^"™  (3)  No  artificial 
handicaps  on  mobility.”d'k"‘'”'<l  (4)  Adequate  access  to  informa- 
tion.c,e,k,n’q  (5)  Some  uncertainty  whether  a  reduction  in  price  will 


tion  and  Antitrust  Policy,”  op.  cit.,  p.  47;  “The  Large  Firm  and  Its  Suppliers,” 
Review  of  Economics  and  Statistics,  XXXI  (May  1949),  114  7. 

b  J  S  Bain,  Barriers  to  New  Competition  (Cambridge,  195b),  pp.  210,  218, 
The  Economics  of  the  Pacific  Coast  Petroleum  Industry,  I,  2-3;  II  L  240 ;  III,  122; 
“The  Normative  Problem,”  op.  cit.,  pp.  55-56;  "Price  and  Production  Policies, 
ou  cit  n  169-  “Relation  of  the  Profit  Rate  to  Industry  Concentration,  this 
Journal  LXV  (Aug.  1951),  294,  fn.  4;  “Workable  Competition  in  Oligopoly, 


V  c.  W.  C.  Baum,  Workable  Competition  in  Tobacco,  op.  cit.,  pp.  16-19,  61-62. 

d  J  M.  Clark,  Alternative  to  Serfdom,  op.  cit.,  pp.  70-72;  Guideposts  in  Time 
of  Chanqe  pp  115  143^15;  “The  Orientation  of  Antitrust  Policy,”  American 
Economic  Review,  XL  (May  1950),  95,  104;  Social  Control  of  Business  op  dt., 
p.  125.  “Toward  A  Concept  of  Workable  Competition,  ’  op.  cU.,  pp.  243-5b. 

e.  C.  D.  Edwards,  Maintaining  Competition,  op.  cit.,  pp.  10,  128-29. 

f.  C.  E.  Griffin,  Economic  Approach  to  Antitrust  Problems,  op.  cit.,  pp.  xiii, 
62-63;  “Economic  Objectives  and  Antitrust  Policy,”  op.  cit.,  pp.  38-40. 

g.  B.  W.  Lewis,  untitled,  American  Economic  Review,  XXXIX  (June  1949), 


h.  J.  W.  Markham,  Competition  in  the  Rayon  Industry,  pp.  204-7 ;  “Merger 
Policy  Under  the  New  Section  7,”  Virginia  Law  Review,  XLIII  (May  1957),  492. 

i.  E.  S.  Mason,  “The  Antitrust  Laws:  A  Symposium,”  American  Economic 
Review,  XXXIX  (June  1949),  713;  “Competition,  Price  Policy,  and  High-Level 
Stability,”  op.  cit.,  pp.  29-31;  “Current  Status  of  the  Monopoly  Problem,” 
op.  cit., pp.  1280-82;  “Economists  View  Bigness,”  op.  cit.,  p.  25;  “The  New 
Competition,”  Yale  Review,  Aug.  1953,  pp.  41-42. 

j  R  S  Meriam,  “Bigness  and  the  Economic  Analysis  of  Competition, 
Harvard  Business  Review,  XXVIII  (Mar.  1950),  125-26;  “The  Sherman  Antitrust 
Act  and  Business  Economics,”  in  A  New  Look  in  Antitrust  Enforcement  Trends, 
pp  97-98;  a  letter  to  the  present  writer,  dated  Sept.  30,  1954. 

k.  V.  A.  Mund,  Government  and  Business,  pp.  71,  73,  174a;  “Monopolistic 
Competition  Theory  and  Public  Price  Policy,”  American  Economic  Review, 
XXXII  (Dec.  1942),  728-31,  741-42. 

~  1.  A.  R.  Oxenfeldt,  Industrial  Pricing  and  Market  Practices,  pp.  91-92, 


m.  B.  Smith,  “Effective  Competition,”  op.  cit.,  pp.  412-19,  429,  436-37,  441. 

n.  G.  J.  Stigler,  “Extent  and  Bases  of  Monopoly,”  op.  cit.,  pp.  2-4;  “Mergers 
and  Preventive  Antitrust  Policy,”  University  of  Pennsylvania  Law  Review,  CIV 
(Nov.  1955),  177-83;  Testimony  before  the  Subcommittee  on  the  Study  of 
Monopoly  Power  of  the  Committee  on  the  Judiciary,  House  of  Representatives, 
81st  Congress,  2d  Session,  Serial  No.  14,  Part  4A,  pp.  120,  996. 

o.  G.  W.  Stocking  and  M.  W.  Watkins,  Monopoly  and  Free  Enterprise, 
op.  cit.,  pp.  97,  101,  102,  108,  506.  G.  W.  Stocking,  “The  Rule  of  Reason,  Work¬ 
able  Competition,  and  Monopoly,”  Yale  Law  Journal,  LXIV  (July  1955),  1161; 
G.  W.  Stocking,  “The  Attorney  General’s  Committee’s  Report:  The  Business¬ 
man’s  Guide  Through  Antitrust,”  Georgetown  Law  Journal,  XLIV  (Nov.  1955), 
6,  11. 

p.  D.  H.  Wallace,  “Industrial  Markets  and  Public  Policy:  Some  Major 
Problems,”  op.  cit.,  pp.  78,  99-100,  110,  126-27. 

q.  C.  Wilcox,  Competition  and  Monopoly,  op.  cit.,  pp.  8-9,  19-20,  307 ;  “A 
Program  to  Promote  Competition,”  op.  cit.,  540,  543,  552,  554,  555,  563. 
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be  met.  (6)  Absence  of  legal  restrictions.0, 1,k,m,q  (7)  Continual  open¬ 
ing  of  fresh  areas  and  types  of  competitive  contact.*1 

Several  conduct  norms  are  suggested  by  Adelman,  Baum,  Clark, 
Edwards,  Mason,  Meriam,  Mund,  Oxenfeldt,  Smith,  Stigler,  Stocking 
and  Watkins,  and  Wilcox:  (1)  Firms  should  strive  in  rivalry,  pursuing 
their  independent  judgment  and  responding  without  collusion  to  con¬ 
siderations  of  profit  and  loss.a,0,d,e,i,i,k,1,m,n,0,q  (2)  Firms  should  not 

shield  permanently  inefficient  rivals,  suppliers,  or  customers.1 
(3)  There  should  be  no  unfair,  exclusionary,  predatory,  or  coercive 
tactics. e,1,k,m,°,q  (4)  Some  forms  of  discrimination  should  or  should  not 
occur.a,d,k  (5)  Sales  promotion  should  not  be  misleading. a,c'd  (6)  Buy¬ 
ers  should  react  fairly  rapidly  to  differential  offerings. d 

Various  performance  norms  are  suggested  by  Bain,  Baum,  Clark, 
Griffin,  Lewis,  Markham,  Mason,  Meriam,  Oxenfeldt,  Smith,  Stock¬ 
ing  and  Watkins,  Wallace,  and  Wilcox:  (1)  Operations  should  be 
efficient.b,0,1,h,i,1,ni,o,p,q  (2)  Promotion  expenses  should  not  be  exces¬ 
sive.15,1,1  (3)  Profits  should  be  at  levels  which  reward  investment  and 
efficiency  and  induce  innovation.b,d'f'1’1’0’p,q  (4)  Output  should  be 
consistent,  with  a  good  allocation  of  resources.b’m’°’p’q  (5)  Prices  should 
not  intensify  the  cyclical  problem  b'd'm'p,q  (6)  Quality  should  conform 
to  consumers’  interests.1'm,q  (7)  Opportunities  for  better  products  and 
techniques  should  not  be  neglected.b,0,1,g,h,i,i,1,m,0,p,q  (8)  Conservation 
should  not  be  disregarded.15’0'111  (9)  Success  should  accrue  to  sellers 
who  give  buyers  more  of  what  they  want.1  (10)  Entry  should  be  as 
free  as  the  nature  of  the  industry  permits.1  (11)  The  industry  should 
aid  in  the  national  defense.1,1  (12)  Excessive  political  and  economic 
power  should  not  rest  in  the  hands  of  small  groups.0'1,1,111'*1  (13)  Em¬ 

ployees’  welfare  should  not  be  neglected. 1,rn 

From  the  citations  here  it  can  be  seen  that  many  of  the  writers 
include  no  dimension  norms  of  one  or  even  two  of  the  performance, 
conduct,  and  structure  categories,  and  that  all  of  the  writers  omit 
various  norms  of  even  the  categories  they  emphasize.  Partly  the 
omissions  can  be  explained  by  the  vagueness  of  the  distinctions  among 
both  the  three  categories  and  their  individual  dimensions.  But  princi¬ 
pally  the  explanation  for  this  first  fundamental  point  of  difference  lies 
in  real  differences  of  ideology,  theory,  and  opinion.  Our  concern  now 
is  to  reconsider  which  dimensions’  condition  should  determine  work¬ 
ability.  To  do  so,  we  must  inquire  into  the  role  that  value  judgments 
will  play. 

III.  Performance  Norms  and  Value  Judgments 

The  workability  criterion,  we  shall  see,  would  not  necessarily 
neglect  certain  “political”  values  if  it  were  confined  to  performance 
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tests,  nor  could  it  avoid  certain  “economic”  values  by  being  confined 
to  norms  for  structure  and  conduct.  These  values  should  be  explicit, 
and  can  be  handled  somewhat  objectively  by  viewing  them  as  instru¬ 
mental  to  certain  generally  acceptable  social  goals. 

A.  Performance  Summarizes  Values,  Which  Are  Unavoidable 

Performance  is,  by  definition,  what  is  of  ultimate  “economic 
importance  in  and  from  markets.  If  the  workability  criterion  con¬ 
sisted  of  norms  for  all  performance  dimensions,  but  only  them,  it 
would  not  be  objectionable  on  the  ground  that  it  forgot  that  the 
presence  of  more  than  one  source  of  supply  or  demand,  or  the  absence 
of  organized  barriers  to  entry,  can  be  “conceived  as  the  diffusion  of 
economic  power,”  “valued  for  its  own  sake.”6  An  increase  in  con¬ 
centration  or  entry  barriers  does  not  always  imply  an  increase  of 
unwarranted  sorts  of  influence  over  other  persons’  actions,  since 
among  other  things,  certain  power  positions  offset  others  and  entry 
may  occur'  by  diversification.  But  even  if  so,  the  issue  of  concentra¬ 
tion  of  economic  power  would  be  covered  with  other  values  as  dimen¬ 
sions  of  performance.7 

Conversely,  while  questions  of  values  wrould  be  summarized  in 
performance  norms,  the  questions  would  not  be  avoided  —  as  some 
might  like  —  by  confining  the  workability  criterion  to  nonperform¬ 
ance  aspects  of  structure  or  conduct.  A  rational  decision  that  some 
condition  of  structure  or  conduct  was  desirable  would  require  the 
judgment  that  its  various  performance  implications  in  the  net  were 
favorable.  For  example,  whether  it  is  desirable  to  have  a  number  of 
sources  of  supply  depends  on  whether  and  to  what  extent  its  incre¬ 
mental  “political”  advantages  would  be  bought  at  the  price  of  the 
market’s  becoming  unstable,  destructive,  inefficient,  or  stagnant.  If 
we  refuse  to  inquire  explicity  into  the  compromises  that  are  appro¬ 
priate  in  the  several  performance  dimensions,  we  must  necessarily 
presume  answers  to  the  underlying  questions  which  we  refuse  to  ask. 

The  only  alternative  is  to  postpone  the  normative  decisions  by 
presenting  purely  descriptive  conclusions.  These  would  be  in  the 
form,  A  —  say  atomistic  concentration  —  in  structure-conduct  tends 
to  produce  the  composite  B  —  say  frequent  failures,  zero  profits, 
optimum  scale,  etc.  —  in  presumptively  identified  performance.  This 
we  could  not  settle  for  without  abandoning  the  effort  to  develop  a 
theory  of  workable  competition.  Whether  the  workability  criterion 

6.  Edwards,  Big  Business,  op.  cit.,  pp.  2-4. 

7.  Contrast  Edwards,  Big  Business,  op.  cit.,  p.  115  (but  see  p.  105);  Mason, 
“Current  Status  of  the  Monopoly  Problem,”  op.  cit.,  pp.  1266-67. 
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sets  forth  structure,  conduct,  or  performance  norms,  performance 
standards  are  needed,  deriving  from  a  generally  acceptable  set  of 
social  goals. 

B.  Three  Obstacles  to  Deriving  Performance  Norms 

Derivation  of  performance  norms  —  for  example,  the  oversimpli¬ 
fied  norm  that  profits  should  equal  zero  —  consists  in  establishing 
their  connection  with  more  basic  aims  —  say  aims  for  greater  per 
capita  production,  an  advantageous  composition  of  output,  an  equi¬ 
table  distribution  of  economic  freedom,  a  favorable  influence  on  the 
achievement  of  “noneconomic”  values.  It  must  be  shown  that  the 
more  basic  aims  would  be  furthered  if  the  norms  were  accepted  as 
principles  for  appraising  or  choosing  among  alternatives  in  market 
performance,  and  consequently  as  principles  which  determine  the 
content  of  standards  that  choose  among  alternatives  in  conduct  and 
structure.  The  more  basic,  focal  aims  are  simultaneously  ends  rela¬ 
tive  to  the  performance  which  affects  them,  and  means  relative  to 
whatever  goals  in  turn  justify  them.  The  regression  of  ethical  prem¬ 
ises  continues  until  -some  goals  —  perhaps  freedom  and  happiness  — 
are  accepted  as  principles  of  choice  which  themselves  require  no 
justification  —  accepted  with  cognizance  that  goals  may  lose  their 
abstract  attractiveness  when  it  is  realized  what  means  must  be 
employed  and  what  other  ends  sacrificed  to  advance  them.  Focal 
aims,  and  performance  norms,  cannot  be  independent  values.  They 
oppose,  limit,  modify,  give  meaning  to  each  other.  They  must  each 
be  so  qualified  as  to  call  for  the  greatest  net  contribution  to  the  social 
goals  which  together  they  are  supposed  to  promote.8 

Let  us  assume  that  a  generally  acceptable  and  sufficiently  mean¬ 
ingful  set  of  focal  aims  can  be  identified.  Even  so,  three  obstacles  to 
the  derivation  of  performance  norms  come  immediately  to  mind,  and 
several  more  will  appear  later.  There  is,  first,  considerable  room  for 
speculation  and  dispute  on  the  factual  question  of  what  effects  in  the 
direction  of  particular  aims  —  say  progress  or  equity  —  would  be 
produced  by  alternative  states  of  particular  dimensions  of  perform¬ 
ance  —  for  example,  by  “high”  or  “low”  profits.  Secondly,  a  need 
inevitably  arises  to  choose  among  alternatives  —  say  in  advertising 
controls  —  which  further  some  aims  as  against  others  —  perhaps 
aims  emphasizing  freedom  as  consumers  instead  of  freedom  as  pro¬ 
ducers  or  citizens. 

8.  Available  discussions  of  social  goals  are  too  numerous  to  cite  here.  Two 
of  the  most  valuable  are  H.  M.  Oliver,  A  Critique  of  Socioeconomic  Goals  (Bloom¬ 
ington,  Indiana;  1954),  and  J.  ten  Broek  and  R.  B.  Wilson,  “Public  Assistance  and 
Social  Insurance  —  A  Normative  Evaluation,’  U.  C.  L.  A.  Law  Rev.,  I  (Apr. 
1954),  251-62. 
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Performance  norms,  thirdly,  must  often  represent  choices  on 
matters  where  conflict  exists  among  various  persons’  economic  free¬ 
dom  The  problem  is  not  only  that  norms  for  prices  and  profits  relate 
to  people’s  income  and  wealth,  but  that  approval  or  disapproval  of 
almost  any  facet  of  competition  —  entry,  cost  minimization,  innova¬ 
tion,  etc.  —  implies  approval  of  losses  of  various  kinds  of  opportuni¬ 
ties  by  competitors,  suppliers,  employees.  It  may  appear  that  with 
certain  kinds  of  performance  —  say  minimum  costs  the  gamers 
could,  income-wise,  compensate  the  losers  and  still  retain  some  benefit. 
Even  so,  it  will  not  be  feasible  to  identify  the  losers  and  their  losses, 
to  implement  harmless  taxes  and  bounties,  or  to  compensate  for 
losses  which  are  a  competitor’s  lot  under  capitalism.  To  know  that 
compensation  could  be  paid  would  settle  nothing.  A  judgment  on  the 
redistribution  is  involved;  the  things  payable  as  compensation  may 
be  valued  higher  by  the  losers  than  the  gainers;  and  for  the  reverse 
choice  the  present  losers  might  also  be  able  to  overcompensate.  Even 
if  compensation  could  not  be  paid,  the  choice  might  still  be  the  best 
means  to  improve  distribution.  With  compensation  excluded,  with 
no  known  set  of  enlightened  and  unchanging  preferences  held  by  a 
stabilized  group  of  persons,  and  with  no  parity  between  events  over 
time,  formulating  performance  norms  entails  inelegant  comparisons 
and  subjective  judgments  of  distributionally  different  nonoptimum 
alternatives.9 

C.  A  Presumption  to  Reconcile  Interaim  and  Interpersonal  Conflicts 

The  subjectivity  of  resolving  the  second  and  third  problems  — 
interaim  and  interpersonal  conflicts  —  seems  in  practice  to  raise 
surprisingly  few  qualms,  or  at  least  little  explicit  discussion.  The 
explanation  probably  is  not  merely  that  there  is  comfort  in  knowing 
that  indecision  and  inaction  on  these  matters  would  have  the  effect 
of  a  judgment  too.  More  likely,  the  reason  is  that  it  is  generally 
acknowledged  that  various  interests  of  workers  and  investors  must 
be  subordinated,  and  likewise  envy  and  other  uncompensated  effects 
of  consumption,  if  market  demands  are  to  organize  capitalistic  pro¬ 
duction,  consumer  interests  to  be  protected,  and  progress  to  be 
possible. 

Accordingly,  there  arises  the  presumption  that  achievement  of 
our  materialistic  focal  aims  will  be  greatest  if  production  efforts  and 

9.  Compare  I.  M.  D.  Little,  A  Critique  of  Welfare  Economics,  e.g.,  pp.  108, 

122-25,  269.  . 

].  To  illustrate:  If  “the  interests  of  society  as  a  whole  .  .  .  conflict  with  the 
interests  of  persons  who  have  assumed  the  risks  of  free  enterprise  .  .  .  the  latter 
should  obviously  give  way.”  Stocking  and  Watkins,  Monopoly  and  Free  Enter¬ 
prise,  op.  dt.,  p.  101. 
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conditions  are  the  ones  best  likely  increasingly  to  satisfy  the  buyers’ 
desires  which  the  community  allows  expression,  ranked  by  the  size  of 
money  demands.  The  advantages  which  follow  from  general  compli¬ 
ance  with  this  principle  accrue  to  everyone  at  least  as  a  consumer,  and 
while  specific  exceptions  should  not  be  ruled  out,  they  encounter  the 
interests  not  merely  of  contemporaries,  but  of  future  generations. 
This  seemingly  modest  rebuttable  presumption  greatly  simplifies 
and  facilitates  the  analysis.  It  enables  us  easily  to  condemn  entry 
barricades  and  deceptive  advertising  and  to  condone  innovation, 
economizing,  reallocation,  and  profits  tied  to  relative  performance  — 
although  each  poses  interaim  and  interpersonal  conflicts. 

The  conflicts,  to  be  sure,  are  resolved  for  only  the  most  obvious 
choices.  At  subtle  points,  separate  subjective  judgments  are  still 
essential,  as  in  deciding  that,  say,  zero  is  the  level  of  economic  profits 
departures  from  which  should,  and  can,  have  positive  justification. 
But  a  significant  part  of  the  subjective  foundation  of  the  performance 
norms  can  be  reduced  to  merely  an  agreement  about  the  named 
rebuttable  presumption  —  an  agreement  that  it  operationally  formu¬ 
lates  the  relevant  part  of  the  egalitarian  and  materialistically  pro¬ 
gressive  aims  of  Western  culture  —  together  with  an  agreement  that 
the  whole  question  of  workable  competition  is  important  and  that 
truth  and  social  welfare,  rather  than  personal  or  other  interest,  should 
govern  our  solutions.  Given  agreement,  what  remains  is  often  a 
factual  inquiry.2  The  inquiry  would  be  concerned  in  the  case  of  per¬ 
formance  norms  to  decide  what  state  of  the  various  performance 
dimensions  would  imply  maximum  service  to  buyers’  desires,  and  in 
the  case  of  structure  and  conduct  norms,  to  decide  what  state  of  their 
dimensions  would  imply  maximum  effects  on  performance. 

It  is  important  to  know  that  the  same,  and  reasonably  manage¬ 
able,  issues  of  values  are  involved  however  the  workability  criterion 
is  approached.  But  this  also  implies  that  we  must  look  elsewhere  to 
decide  which  dimensions’  being  satisfactory  should  be  necessary  and 
sufficient  for  workability. 

IV.  Necessary  vs.  Sufficient  Conditions 

I  have  argued  that  the  importance  of  structure  and  conduct 
attributes  derives  from  their  implications  for  performance.  It  follows 
that  the  conditions  accepted  as  sufficient  for  workability  ought  either 
themselves  to  represent  attainment  of  satisfactory  performance  or 

2.  Compare  Meriam,  “Bigness  and  .  .  .  Competition,”  op.  cit.,  p.  125; 
J.  W.  Markham,  “An  Alternative  Approach  to  the  Concept  of  Workable  Competi¬ 
tion,”  American  Economic  Review  XL  (June  1950),  358. 
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else  to  be  structure  or  conduct  attributes  which  promise  it.  The  latter 
approach  is  adopted  by  Adelman,  Edwards,  Mund,  and  Stigler,  as 
the  enumeration  above  indicates.  The  norms  that  they  suggest  are 
tests  with  which  one  can  judge  whether  a  market  s  structure  or  con¬ 
duct  is  such  as  to  produce  favorable  performance.  This  approach  is 
the  better  one  if,  as  Lewis  argues,  the  essence  of  working  and  workable 
competition  lies  in  compelling  forces  driving  business  to  behave 
economically.3 

A.  Performance  Cannot  Be  Inferred  from  Structure-Conduct 

Unfortunately,  fulfilment  of  structure  or  conduct  criteria  could 
not  promise  even  usually  to  produce  performance  which  is  satis¬ 
factory.  The  idea  is  net  tenable  unless  one  defines  “satisfactory 
performance”  as  any  results  which  a  law-abiding  group  of  capitalists 
happens  to  produce;  or  else  one  (a)  forgets  many  aspects  of  perform¬ 
ance,  (b)  disregards  for  the  aspects  remaining  the  unfavorable  side  of 
certain  effects  produced  on  individual  dimensions,  and  (c)  puts 
unbounded  faith  in  the  occurrence  of  the  favorable  side  of  the  effects 
which  may  be  produced  by  the  operation  of  certain  market  forces  — 
price  warfare,  countervailing  power,  actual  and  potential  entry,  crea¬ 
tive  destruction,  rivalry  for  its  own  sake,  a  long-range  viewpoint,  fear 
of  prosecution,  laxity  toward  stockholders’  interests,  distaste  for 
profiteering,  a  sense  of  social  responsibility,  and  a  tendency  of  irre¬ 
versible  wage  increases  to  discourage  and  disperse  the  taking  of  occa¬ 
sional  large  returns. 

Most  of  these  forces,  however  strong,  are  volitional  and  occa¬ 
sional.  Room  for  managerial  discretion  is  inherent,  and  with  it  the 
chance  of  choices  that  are  unprofitable,  or  profitable  but  antisocial. 
Discretion  inevitably  accompanies  free  will,  uncertainty,  change, 
supramarginal  status,  immobilities,  and  indivisibilities.  No  structure 
conditions  can  compel  firms  to  choose  correct  locations  or  co-operate 
on  component  standardization.  Adding  certain  conduct  prohibitions 
is  clearly  appropriate  and  could  eliminate  a  few  putatively  antisocial 
practices;  but  entry  faces  natural  barriers  too,  unfair  tactics  are  not 
alone  responsible  for  high  costs  or  poor  conservation,  and  the  absence 
of  coercion  and  collusion  may  leave  firms  free  to  cut  prices  or  —  most 

3.  B.  W.  Lewis,  “Economic  Implications  of  the  Development  of  Large- 
Scale  Organization,”  Journal  of  Economic  History,  XII  (Fall  1952),  433,  436; 
untitled,  op.  cit.,  p.  707.  See  also:  Edwards,  Maintaining  Competition,  op.  cit., 
pp.  10-11,  124;  “Public  Policy  and  Business  Size,”  op.  cit.,  pp.  285-86.  A.  E. 
Kahn,  “Standards  for  Antitrust  Policy,”  Harvard  Law  Review,  LXVII  (Nov. 
1953),  39.  Mason,  “Current  Status  of  the  Monopoly  Problem,”  op.  cit.,  p.  1267. 
Stigler,  Testimony,  op.  cit.,  pp.  120,  129,  993,  996.  Stocking  and  Watkins, 
Monopoly  and  Free  Enterprise,  op.  cit.,  pp.  94,  95,  414. 
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important  —  innovate,  but  does  not  assure  that  any  will  do  so.  To 
include  in  the  conduct  tests  the  requirement  that  competition  should 
be  aggressive,  and  yet  attentive  to  social  costs,  would  alter  the  con¬ 
clusion  only  if  someone  were  prepared  to  claim  the  knowledge  and 
assume  the  prerogative  of  virtually  prescribing  each  firm’s  every  move. 
In  a  dynamic  economy  the  aims,  customs,  rewards,  and  penalties 
which  co-ordinate  different  persons’  activities  simply  cannot  closely 
determine  their  behavior.  Indeed,  market  incentives  are  able  to 
designate  and  evoke  aspects  of  desirable  behavior  not  merely  when 
enterprises  are  constrained  by  conditions  like  substitutes’  availability 
and  opposites’  knowledge,  but  when  producers  have  freedom  to  inno¬ 
vate  and  latitude  when  successful.4 

This  is  not  to  deny  that  it  is  often  possible  and  sometimes  appro¬ 
priate  to  alter  a  market  situation  so  that  less  scope  exists  for  mana¬ 
gerial  discretion  and  social  responsibility,  if  only  by  government 
competition.  It  is  to  say  that  no  practicable  set  of  structure  or  con¬ 
duct  requirements,  and  especially  the  incomplete  set  usually  men¬ 
tioned,  can  assure  that  performance  will  be  satisfactory.5  Whether 
performance  is  favorable  can  be  inferred  only  with  data  on  perform¬ 
ance.  Consequently,  if  data  on  performance  are  available,  fulfilment 
of  structure-conduct  norms  should  not  be  sufficient  for  workability. 

B.  A  Purely  Performance  Criterion  Is  Inadequate 

Their  fulfilment  should,  nevertheless,  be  necessary.  The  reason 
why  is  related  to  two  well-known  difficulties  of  a  purely  performance 
approach. 

The  first  is  that  it  is  often  feasible  to  detect  at  best  only  extreme 
instances  of  good  and  bad  performance.®  Cost  performance  can 
roughly  be  surmised  from  engineering,  intraindustry,  intertemporal, 
interindustry,  and  international  comparisons;  but  even  such  light  as 

4.  Compare:  Bain,  “Price  and  Production  Policies, "op.  cit.,  pp.  156-58; 
“Workable  Competition  in  Oligopoly,”  op.  cit.,  p.  38.  J.  M.  Clark,  “Financing 
High-Level  Employment,”  in  P.  T.  Homan  and  F.  Machlup  (eds.),  Financing 
American  Prosperity,  pp.  122-25;  Guideposts  in  Time  of  Change,  op.  cit.,  p.  62. 
Griffin,  Enterprise  in  a  Free  Society,  op.  cit.,  pp.  308-9,  333-34.  Wallace,  “Indus¬ 
trial  Markets  and  Public  Policy,”  op.  cit.,  pp.  109-10,  119n.;  “Monopolistic 
Competition  and  Public  Policy,”  op.  cit.,  pp.  274.  278. 

5.  For  this  reason  and  aside  from  the  demerits  of  atomism,  which  are  men¬ 
tioned  above  and  below,  I  must  disagree  with  Mason  that  manyness  plus  no 
collusion  is  sufficient  but  not  necessary  for  workability.  See  Mason,  “Competi¬ 
tion,  Price  Policy,  and  High  Level  Stability,”  op.  cit.,  pp.  29-31 ;  Economic  Concen¬ 
tration,  op.  cit.,  pp.  36n.,  38;  and  likewise  Stigler,  “Mergers  and  Antitrust  Policy,” 
op.  cit.,  pp.  181,  183.  In  addition,  I  argue  below  that  no  collusion  —  but  certainly 
not  manyness  —  should  be  necessary. 

6.  Compare  Mason,  “Current  Status  of  the  Monopoly  Problem,”  op.  cit., 

pp.  1281-82. 
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these  provide  passes  only  dimly  through  a  cloud  of  difficulties 
variations  in  demands,  products,  product  mixes,  input  prices,  input 
qualities,  long-lived  commitments,  cost  accounting,  obsolescence 
problems,  distribution  costs,  etc.  Likewise,  in  appraising  profit  per¬ 
formance,  only  certain  extraordinary  profit  or  loss  rates  could  fail 
to  be  rationalized  by  the  many  accounting  problems  and  the  justifica¬ 
tions  of  risk-bearing,  innovation,  cost  performance,  and  resource 
reallocation. 

The  second  difficulty  is  that  many  aspects  of  performance  are 
not  readily  manipulable  by  public  policy.  Some,  it  is  true,  can  be 
manipulated  directly  —  usually  aspects  which  are  simultaneously 
dimensions  of  structure  or  conduct.  Public  policy  can  to  some  extent 
influence  conservation,  sleeping  patents,  dishonesty,  advertising, 
adulteration,  labor  safety,  and  serious  social  costs.  But  various 
harmful  effects  would  follow  if  public  officials  tried  to  enforce  good 
results  in  costs,  profits,  volume,  or  progressiveness.  Poor  perform¬ 
ance  in  these  and  other  dimensions  often  can  or  must  be  attacked 
with  remedies  aimed  at  revising  structure  or  conduct  —  say  prohibit¬ 
ing  a  delivered-price  system  —  in  ways  indicated  by  structure-con¬ 
duct  norms.  In  addition,  structure-conduct  revisions  privately  under¬ 
taken  —  like  starting  price  guarantees  —  could  be  appraised  by 
public  policy  only  with  the  relevant  structure-conduct  norms. 

While  these  two  difficulties  would  make  a  performance  criterion 
hard  to  apply,  they  do  not  in  themselves  justify  adding  structure- 
conduct  requirements  as  necessary  conditions  of  workability.  How¬ 
ever,  they  imply  the  reason  for  doing  so.  The  reason  is  that  it  might 
be  possible,  by  improving  structure  and  conduct  —  say  by  requiring 
better  information  for  buyers  —  to  have  even  what  appears  to  be 
good  performance  made  either  somewhat  better  or  somewhat  less  the 
result  of  accident  or  discretion.  Granting  the  point  that  we  cannot 
conclude  that  performance  is  satisfactory  by  analyzing  only  structure 
and  conduct,  we  could  still  be  reasonably  confident  that  certain 
structure-conduct  revisions  —  perhaps  compulsory  grade  labeling  — 
would  be  contributors  to,  or  prerequisites  of,  improved  performance. 
Moreover,  performance  or  our  data  on  performance  may  reflect  recent 
changes  in  the  market’s  structure  or  conduct,  like  mergers,  only  after 
a  significant  lag.  Analysis  of  the  changes  may  give  an  indication  that 
currently  satisfactory  performance  will  deteriorate  or  unsatisfactory 
performance  correct  itself.  Consequently,  before  it  is  clear  whether 
recent  and  prospective  performance  are  satisfactory,  reference  must 
also  be  made  to  the  market’s  structure  and  conduct. 

The  concepts  of  workability  which  have  proposed  criteria  for 
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structure,  or  conduct,  or  performance,  or  combinations  thereof,  there¬ 
fore,  are  not  incompatible.  Performance  is  what  is  of  ultimate 
importance  here,  and  whether  performance  is  satisfactory  can  be 
judged  only  with  performance  criteria.  But  improvable,  fortuitous, 
or  passing  performance  can  adequately  be  judged  only  by  adding 
structure  and  conduct  criteria.  The  conditions  adopted  as  sufficient 
for  workability  will  promise  satisfactory  performance  only  if  they 
include  dimension  norms  of  structure,  conduct,  and  performance. 

C.  The  Monopoly  Problem  Encompasses  All  Market  Dimensions 

The  dimensions  of  each  stratum  which  most  clearly  need  atten¬ 
tion  are  indicated  by  the  list  of  dimension  norms  presented  earlier. 
The  list  is  formidable.  Even  it,  however,  omits  a  number  of  signifi¬ 
cant  market  characteristics,  as  a  glance  at  the  appendix  will  show. 
Presumably  the  characteristics  neglected  have  appeared  less  impor¬ 
tant,  less  susceptible  to  analysis,  or  less  related  to  the  problem  of 
monopoly.  Yet  analytical  simplication  here  is  dangerous. 

The  danger  is  partly  that  an  analysis  which  omits  significant 
variables  may  nevertheless  be  taken  to  furnish  reliable  normative 
conclusions  about  the  total  state  of  affairs  in  a  market,  including  the 
state  of  aspects  like  social  costs  which  were  neglected.  More  serious, 
the  danger  is  that  an  analysis  covering  only  the  traditional  variables 
may  not  furnish  reliable  conclusions  even  about  many  of  them.  Those 
listed  intertwine  and  interact  with  others,  so  that  what  appears  to  be 
or  to  produce  a  relatively  favorable  condition  in  the  usual  dimensions 
—  say  concentration,  independent  profit  maximizing,  or  volume  of 
sales  —  may  actually  reflect  or  produce  a  highly  unfavorable  condi¬ 
tion  in  directions  ignored  —  say  component  standardization,  helpful¬ 
ness  to  other  economic  units,  employee  training,  and  factor  availabil¬ 
ity.  The  sum  total  of  the  latter  characteristics  or  effects  may  in  some 
markets  be  crucial. 

As  a  result,  if  the  concept  of  workable  competition  is  to  provide  a 
reliable  criterion  for  judging  whether  a  market  situation  is  socially 
satisfactory,  it  must  ignore  no  dimensions  of  normative  significance 
and  appraise  simultaneously  those  which  are  interdependent.  If  this 
view  is  correct,  then  the  “monopoly  problem”  being  resolved  here  is  a 
broad  and  interwoven  complex  which  covers  all  variables  that  repre¬ 
sent  and  influence  the  achievement  of  socially  satisfactory  per¬ 
formance. 

It  is  misleading  to  pose  the  monopoly  problem  as  the  evils  which 
may  or  do  arise  from  the  presence  of  a  high  degree  of  concentration 
of  market  supply,  or  from  the  collaboration  or  pricing  or  predation 
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which  may  accompany  it  —  misleading,  that  is,  even  apart  from  the 
difficulties  of  market  delineation  or  the  fact  that  innovation  sometimes 
produces  at  least  temporary  high  concentration.  It  is  misleading 
because  the  traditional  argument  behind  this  conception  neglects 
many  aspects  of  performance  and  also  many  aspects  of  structure  and 
conduct  which,  interdependent  with  concentration,  influence  per¬ 
formance.  Moreover,  with  low  concentration,  too,  there  exist  prob¬ 
lems  of  excessive  or  insufficient  profits,  high  and  rigid  margins,  exces¬ 
sive  costs,  heavy  and  deceptive  advertising,  complacency  and  caution 
—  or  actual  suppression  of  innovations  —  etc. ;  and  some  greater 
degree  of  concentration  might  improve  the  market’s  over-all  per¬ 
formance. 

Once  we  abandon  the  presumption  in  favor  of  atomistic  competi¬ 
tion,  the  problem  of  monopoly  makes  sense  only  when  it  is  viewed  as 
nothing  less  than  the  whole  problem  of  attaining  a  socially  optimum 
situation  in  individual  capitalistic  markets.  For  this,  all  market 
characteristics  are  interdependent  and  pertinent.  Referring  then  to 
those  variables  over  which  men  have  control,  a  market  should  be 
adjudged  workable  only  if  the  state  of  all  its  malleable  dimensions  is 
satisfactory.7 

D.  Delineating  the  Investigation  and  the  Market 

A  problem  is  presented  by  the  fact  that  each  dimension  raises 
questions  requiring  a  different  scope  of  analysis.  An  appraisal  of 
collaboration  among  the  suppliers  involves  a  different  range  of  investi¬ 
gation  than  does  appraisal  of  their  conservation  or  their  diversification 
economies. 

The  investigation  does  have  limits.  Specialized  and  pointed 
handling  of  the  problems  related  to  individual  products  obviously 
requires  that  issues  be  excluded  which  can  be  analyzed  or  controlled 
only  in  terms  of  sector-  or  economy-wide  conditions  or  aggregates  — 
issues  like  the  correctness  of  inputs’  prices  or  the  appropriate  ratios 
of  investment  to  GNP.8  At  the  other  extreme,  it  is  clear  that  criteria 
of  workability  cannot  be  confined  to  matters  evident  in  the  financial 

7.  Included  here  is  a  satisfactory  state  of  various  aspects  of  an  industry’s 
labor  relations.  However,  labor  markets  as  such  are  ordinarily  not  equivalent 
to  commodity  markets  for  purposes  of  analysis  or  policy.  See  Edwards,  Main¬ 
taining  Competition,  op.  cit.,  pp.  77-90. 

8.  Business  cycle  considerations  need  special  comment.  Reliable  norms 
pertaining  to  a  market’s  efficiency  must  presuppose  that  alternative  employment 
is  available  for  hired  or  released  resources,  that  supply  prices  reflect  real  costs, 
that  allocation  considerations  retain  importance,  that  demand  prices  are  com¬ 
parable  over  time  —  in  other  words,  that  cycles  have  been  conquered.  The  basis 
for  the  supposition  can  be  a  presumption  that  government  will  maintain  continu¬ 
ously  appropriate  levels  of  aggregate  demand.  Or  the  basis  can  be  a  judgment 
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statements  of  individual  firms.  Such  criteria  would  find  different 
issues  raised  by  the  firm’s  various  products  and  geographic  areas,  and 
also  would  neglect  variables,  like  collaboration,  which  represent  or 
result  from  the  activities  of  a  number  of  concerns.  In  between,  how¬ 
ever,  it  is  difficult  to  say  more  than  that  investigation  should  extend 
outward  from  a  convenient  starting  place  as  far  as  is  necessary  to 
resolve  each  of  the  issues  in  the  market  originally  delineated. 

The  most  useful  criterion  for  the  original  delineation  appears  to 
be  that  of  symmetrical  high  arc  price-quantity  cross-elasticities  of 
demand.9  The  idea  is  perhaps  best  expressed  by  saying  that  the 
workability  criterion  should  formulate  standards  that  apply  to  the 
related  activities  of  all  those  who  supply  or  demand  all  outputs  almost 
any  two  of  which  are  so  akin  that  a  moderate  ceteris  paribus  reduction 
from  the  prevailing  price  of  either  would  soon  transfer  to  it  a  sub¬ 
stantial  proportion  of  the  quantity  demanded  of  the  other. 

Even  as  a  starting  point,  however,  this  criterion  may,  for  con¬ 
venience  or  want  of  knowledge,  be  supplemented  or  supplanted  by  a 
grouping  based  on  similarity  of  producers’  major  inputs  or  processes. 
If  so,  the  market’s  supply  will  not  necessarily  consist  of  only  one 
product,  and  all  the  relevant  volume  of  the  products  included  may 
not  be  within  the  market.  The  original  delineation  is  not  critical. 
Conclusions  can  legitimately  be  reached  —  for  instance  that  con¬ 
centration  is  too  low  —  which  would  apply  a  fortiori  to  a  broader  or 
narrower  segment.  What  is  critical  is  recognition  that,  once  deline¬ 
ated,  various  aspects  of  a  market’s  condition  can  be  appraised  only  if 
investigation  is  extended  to  relations  with  outputs  and  enterprises 
which  are  linked  not  only  by  interchangeability  to  buyers  or  tech¬ 
nological  considerations,  but  also  by  complementarity,  common 
sources  of  supply  or  demand  or  access  thereto,  common  watersheds,  etc. 

My  principal  concern  in  this  section  has  been  to  show  that  a 
satisfactory  state  of  all  malleable  dimensions  should  be  necessary  and 

that  progress  would  unfortunately  be  stifled  if  the  rules  appropriate  to  stable  full 
employment  were  violated  during  recession  and  inflation. 

Paradoxically,  various  dimensions,  like  price  flexibility  and  profits,  ought 
simultaneously  to  have  their  state  and  time  pattern  judged  partly  by  their  con¬ 
tribution  to  the  conquering  of  fluctuations  —  if  criteria  can  ever  be  established. 
At  least  dampened  cycles  are  in  fact  going  to  occur,  and  particular  market  condi¬ 
tions  may  aggravate  or  relieve  them.  Likewise,  the  norms  for  various  other 
dimensions  —  business  mortality,  countervailing  power,  continuous  price  compe¬ 
tition,  potency  of  entry  barriers,  plant  adaptability  to  a  wide  range  of  outputs, 
etc.  —  must  recognize  that  their  significance  changes  with  the  existence  and  the 
stage  of  cycles. 

9.  High  cross-elasticities  of  supply  are  more  conveniently  acknowledged 
under  the  condition  of  entry  (or  the  own-elasticity  of  supply  for  transference). 
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sufficient  for  a  market’s  workability.  What  it  means  for  a  dimen 
to  be  “satisfactory”  has  necessarily  been  implied,  but  has  yet  to  be 
elaborated.  Herein  lies  the  second  fundamental  point  of  differen 
among  the  eighteen  writers  identified  earlier. 


V.  Remediability  vs.  Categorical  Norms 
Baum,  Markham,  Oxenfeldt,  and  Stocking  and  Watkins  have 
suggested,  in  effect,  that  competition  be  considered  workable  if  there 
are  available  to  public  policy  no  remedial  measures  which  would 
improve  the  situation.1  The  suggestion  is  not  enough  to  make  these 
writers’  views  alike,  since  their  criteria  of  improvability  vary,  as  the 
itemization  above  indicated.  But  whatever  dimensions  are  empha¬ 
sized,  the  idea  here  is  of  fundamental  importance.  Except  for  certain 
attributes  to  be  named  below,  each  dimension  norm  should  call  for 
unimprovability  of  the  dimension,  the  completion  of  all  available 
beneficial  changes  —  perhaps  a  dissolution  in  the  market  —  rather 
than  the  attainment  of  some  abstractly  determined  substantive 
condition  —  like  manyness. 


A.  The  Place  of  Generalizations  About  Structure-Conduct  Attributes 
Structure  and  conduct  norms  which  attempt  abstractly  to  name 
conditions  favorable  to  good  performance  encounter  serious  problems. 

1.  Baum  states,  “If  the  ‘probability’  of  more  effective  competition  with 
increasing  numbers  (and  suitable  other  policies)  can  be  demonstrated  in  any 
particular  case,  and  if  this  policy  is  preferable  to  other  alternatives,  then  the  new 
situation  would  be  called  ‘workable’  regardless  of  whether  or  not  it  conformed  to  a 
given  structural  standard  of  competition.”  Workable  Competition  in  Tobacco, 
op.  cit.,  pp.  65-66.  Markham  writes,  “An  industry  may  be  judged  to  be  workably 
competitive  when,  after  the  structural  characteristics  of  its  market  and  the 
dynamic  forces  that  shaped  them  have  been  thoroughly  examined,  there  is  no 
clearly  indicated  change  that  can  be  effected  through  public  policy  measures  that 
would  result  in  greater  social  gains  than  social  losses.”  “Alternative  Approach  to 
Workable  Competition,”  loc.  cit.,  p.  361;  Competition  in  the  Rayon  Industry 
op.  cit.,  p.  204.  Oxenfeldt  argues  that  existing  performance  should  be  compared 
with  either  “the  best  performance  imaginable,”  as  a  theoretical  matter,  or  with 
the  best  performance  attainable  in  practice,  in  terms  of  political  realities,  all 
changes  should  be  made  “that  would  improve  the  over-all  performance  of  the 
industry”  after  the  costs  of  effecting  such  changes  have  been  considered.  Economics 
for  the  Citizen  (New  York,  1953),  pp.  333,  347;  Industrial  Pricing  and  Market 
Practices,  op.  cit.,  pp.  90,  559.  Stocking  and  Watkins  declare,  “Competition  is 
workable  in  the  sense  (1)  that  it  is  preferable  to  the  best  alternative  ‘competitive 
arrangement  practically  attainable;  (2)  that  such  market  control  as  sellers  can 
exert  is  slight  and,  under  the  particular  circumstances,  does  more  good  than 
harm.”  Monopoly  and  Free  Enterprise,  op.  cit.,  pp.  97-98.  Compare  also  Mason: 
“The  notion  of  workable  competition  .  .  .  insists  on  the  prime  importance  of  an 
examination  of  possible  remedies.”  Generally  there  is  “Small  reason  for  attacking 
an  existing  situation,  if  no  better  set  of  market  relations  can  be  put  in  its  place.” 
Economic  Concentration,  op.  cit.,  pp.  382,  383-84. 
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The  categorical  norms  listed  earlier  — that  the  number  of  traders 
should  be  appreciable,  quality  differentials  moderate,  collusion  and 
predation  absent,  etc.  —  are  highly  ambiguous  and  often  presuppose 
a  sharpness  and  accuracy  in  market  delineation  which  is  far  beyond 
that  required  merely  to  choose  an  area  for  investigation.  If  in  a 
particular  context  categorical  norms  do  become  explicit,  the  desir¬ 
ability  of  what  many  of  the  norms  demand  would  be  found  to  depend 
on  the  degree  to  which  many  others  are  or  could  be  fulfilled.  Whether 
a  given  degree  of  buyers’  concentration  is  suitable  depends  on  the 
characteristics  of  the  sellers’  concentration  curve;  sellers’  concentra¬ 
tion,  on  the  condition  of  entry;  ease  of  entry,  on  price  flexibility;  price 
flexibility,  on  quality  standardization;  quality  variations,  on  buyers’ 
information;  buyers’  information,  on  secret  price  concessions;  price 
discrimination,  on  buyers’  concentration. 

In  addition,  the  feasibility  and  desirability  of  many  of  the  specific 
demands  would  depend  on  the  relevance  of  a  set  of  considerations 
which  are  both  numerous  and  different  from  one  market  to  the  next. 
This  is  recognized  by  those  who  require  for  supply  concentration  only 
that  the  leading  seller  not  exceed  the  share  required  for  reasonably 
optimum  real  costs.  Even  this  qualification  is  inadequate,  however. 
It  is  not  only  costs  relative  to  market  share  that  vary  from  case  to 
case,  and  not  only  cost  performance  that  is  influenced  by  concentra¬ 
tion.  A  norm  for  concentration  of  supply  is  not  helpful  if  it  neglects 
the  fact  that  markets  are  passing  at  various  rates  through  various 
stages  of  development  —  some  with  good  substitutes,  some  with 
patents  —  face  different  sorts  and  degrees  of  demand  and  cost  vari¬ 
ability,  and  have  different  possibilities  of  victory  by  one  or  four  enter¬ 
prises.  Likewise,  a  norm  for  quality  differentials  is  not  helpful  if  it 
neglects  the  variously  specialized  character  of  different  outputs;  for 
collusion,  if  it  neglects  the  need  to  approve  —  nay,  demand  —  various 
types  of  co-operative  action;  for  exclusion,  if  it  neglects  the  economies 
which  accompany  certain  forms  of  input  and  outlet  pre-emption. 

The  source  of  the  obstacles  to  reliable  normative  generalizations 
is  not  far  to  seek.  Structure  and  conduct  conditions  should  be  judged 
by  their  implications  for  performance.  But  there  is  often  no  generic 
answer  to  the  question  of  what  effects  on  performance  —  say  on  the 
amount  and  quality  of  sales  promotion  —  tend  to  be  produced  by  a 
given  state  of  a  structure  or  conduct  dimension  —  say  by  manyness; 
or  to  the  question  of  what  effects  —  variety-increasing  or  decreasing, 
for  example  —  are  needed;  or  to  the  question  of  whether  the  likely 
advantages  available  in  one  direction  —  perhaps  2  per  cent  lower 
costs  this  time  —  should  be  sacrificed  for  the  available  gain  in  another 
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—  perhaps  a  diffusion  of  power  among  two  more  managements.  Reli¬ 
ance  on  normative  generalizations  would  often  commit  the  gross  error 
of  prescribing  aggravation  of  dimensions  which  even  a  casual  observer 

could  see  are  already  seriously  deficient. 

These  problems  can  be  minimized  by  passing  judgment  on  a 
market’s  structure  and  conduct  only  after  referring  to  the  circum¬ 
stances  prevailing  in  the  particular  case,  the  intent  or  design  under¬ 
lying  the  firms’  actions,  the  situation  in  related  markets,  and  the 
precise  revisions  that  are  expected  to  be  an  improvement.  The  norms 
for  most  dimensions  of  structure  and  conduct  should  demand  in  the 
abstract  merely  that  any  changes  from  the  existing  situation  be  com¬ 
pleted  which,  in  a  given  market,  would  tend  in  a  net  sense  to  piomote 
performance,  either  directly  or  by  effects  on  other  facets  of  structure 
and  conduct.  The  norms  should  consist  of  the  abstract  demand  for 
favorable  changes,  plus  a  body  of  analysis  which  assembles  the  rele¬ 
vant  descriptive  generalizations  and  notes  the  circumstances  which 
should  turn  a  normative  decision  one  way  or  the  other  in  a  particular  case. 

Ideally,  such  analysis  would  trace  the  net  effects  that  various 
revisions  —  such  as  ending  a  price  reporting  scheme  —  would  pro¬ 
duce,  in  different  types  of  situations,  on  every  other  dimension  of 
structure,  conduct,  and  —  at  least  ultimately  —  performance.  In 
fact,  a  priori  analysis  often  can  supply  only  a  limited  number  of  rebut¬ 
table  presumptions  and  contingent  tendencies.  It  might,  for  example, 
indicate  that  weakening  price  leadership  should  not  impair  product 
quality  or  smoke  abatement;  would  tend  to  reduce  price  flexibility 
unless  the  weakening  occasions  aggressive  maneuvers  or  better  adjust¬ 
ments- to  changing  demands  and  costs;  and  would  tend  (perhaps 
excessively)  to  reduce  profits  unless  the  leader  maintains  prices  which 
otherwise  in  fact  would  move,  and  move  up  or  down  just  to  collectively 
more  profitable  levels. 

Ideally,  ad  hoc  investigation  would  remove  the  qualifications  to 
such  predictions.  The  interdependence  and  flux  in  market  situations, 
however,  insure  that  the  effects  actually  produced  will  be,  if  not  acci¬ 
dental,  at  least  largely  undiscernable  with  even  the  best  combination 
of  a  priori  and  ad  hoc  analysis.  Something  glaring  in  a  market’s 
structure  or  history,  like  price  wars,  may  indeed  rebut  the  usual  pre¬ 
sumptions.  But  even  the  most  careful  investigation  must  often 
merely  rely  on  what  a  priori  seem  to  be  the  most  likely  results.'2 

2.  Compare  E.  S.  Mason,  “Market  Power  and  Business  Conduct:  Some 
Comments,”  American  Economic  Review,  XLVI  (May  1956),  475:  “  .  .  .  since  we 
are  dealing  with  an  economy  in  process  of  development,  a  judgment  on  the  conse¬ 
quences  of  any  particular  part  of  it  —  say  a  combination  ...  —  can  only  be  a 
historical  judgment  as  these  consequences  ‘unfold  over  decades’  and  a  partial 
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Moreover,  the  individual  desirability  and  the  collective  weighing 
of  the  apparent  effects  must  often  remain  a  matter  of  qualitative 
appraisal.  Theory  will  often  produce  opposing  desiderata.  It  might 
suggest  that  less  flexible  prices  will  engender  simpler  management, 
longer-lived  catalogs,  less  elastic  expectations,  less  speculation,  better 
buyer  planning,  etc.,  but  may  also  imply  that  prices  are  excessive 
from  the  beginning  and  fail  periodically  to  adjust  to  substantial  and 
protracted  shifts  in  costs  and  demands.  The  appropriate  com¬ 
promise  among  such  conflicting  and  variable  gains  must  be  a  matter 
of  personal  judgment.  At  times  there  will  be  no  alternative  to  resort¬ 
ing  to  a  type  of  inference  that  is  rejected  by  the  nonperformance 
approaches  to  workability.  The  direction  of  reasoning  sometimes 
must  run  from  finding  seemingly  favorable  performance  —  say  in 
costs  or  product  development  —  to  concluding  that  existing  structure 
and  conduct  —  perhaps  sellers’  scale  or  concentration  —  are  well 
suited  to  the  peculiarities  —  perhaps  the  managerial  situation  —  of 
the  particular  market. 

Guesswork  and  personal  appraisal  clearly  cannot  be  avoided  in 
predicting  and  weighing  effects.  But  the  gross  errors  can  be,  by 
knowing  the  specific  circumstances  and  relating  the  imperatives  to 
the  market’s  needs  and  possibilities. 

B.  The  Categorical  Norms 

As  indicated  above,  for  some  dimensions  the  abstract  analysis 
may  yield  more  definite  conclusions.  It  may  disclose  that  a  situation 
should  always  be  regarded  as  improvable  if  it  presently  includes  or 
omits  certain  patterns  or  practices. 

Abstract  approval  or  disapproval  can  apply  only  to  a  pattern  or 
practice  which  is  defined  concretely.  Otherwise,  the  usual  process  of 
appraising  its  effects  in  a  particular  market  would  be  required  in  order 
to  place  some  condition  within  a  category  of  events  that  have  ap¬ 
proved  or  disapproved  abstractly.  Abstract  appraisal  should  apply 
only  to  conditions  which,  in  the  net,  always  tend  to  improve  or 
worsen  performance;  or  just  usually  so  tend,  in  cases  where  the  fre¬ 
quency  and  importance  of  exceptions  is  minor  compared  with  the 
need  for  generalizations  that,  joined  with  legal  prerequisites  like 
intent,  can  be  made  into  laws  swiftly  and  easily  enforced  and  under¬ 
standable  and  compliable  for  businessmen.3  An  isolated  seller’s 

judgment,  since  these  repercussions  reverberate  throughout  an  economy.  .  .  .  An 
attempt  to  push  enquiry  into  effects  very  far  is  clearly  an  invitation  to  nonen¬ 
forcement.” 

3.  But,  as  Brewster  observes,  if  per  se  rules  are  clearer  and  more  objective, 
they  may  also  be  less  avoidable  and  less  related  to  blameworthiness.  My  dis¬ 
cussion,  however,  concerns  Brewster’s  first  question,  standards  of  workable 
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exclusion  of  independent  firms,  to  illustrate,  would  fail  both  tests.4 
The  concrete  thing  is  the  instrumentalities  —  perhaps  scale  economies, 
customer  loyalties,  or  talent  accumulations  by  which  exclusion 
appears  as  a  result;  and  the  instrumentalities  may  he  beyond  control, 
or  be  specifically  justified  by  their  own  performance  implications,  or 
be  artificial  entry  barriers  which  originally  justified  investment  in  the 

project.  . 

Even  in  the  light  of  creative  destruction,  however,  certain  dimen¬ 
sions  do  pass  the  test  for  categorical  norms.  This  conclusion  could 
be  supported  only  with  extended  discussion,  since  each  dimension 
norm  is  a  topic  in  itself.  The  candidates,  however,  are  well  known.5 
At  the  structure  level  there  are  various  interlockings  and  affiliations 
which  almost  automatically  undermine  the  aggressiveness  of  other¬ 
wise  independent  competitors.  At  the  conduct  level,  deceptive  adver¬ 
tising  and  specific  forms  of  unfair,  exclusionary,  predatory,  and  coer¬ 
cive  tactics  should  be  mentioned,  along  with  resale-price  maintenance 
and  specific  forms  of  restrictive  overt  collaboration. 

Although  few  to  enumerate  in  this  form,  these  patterns  and  prac¬ 
tices  are  of  immense  importance.  To  prohibit  and  attach  a  sentiment 
of  wrong-doing  to  them  is  properly  at  the  heart  of  antitrust  policy; 
and  it  is  only  regrettable  that,  as  argued  earlier,  their  elimination  is 
not  sufficient  for  workable  competition.  But  their  absence  is  what 
it  most  obviously  implied  in  saying  that  it  should  be  a  necessary 
condition  of  workability  that  no  malleable  dimensions  of  structure 
or  conduct  are  improvable. 

C.  The  Nature  of  Performance  Norms 

Unimprovability  rather  than  specific  attainments  must  usually 
be  the  keynote  also  of  norms  for  performance,  including  dimensions 
which  do  not  overlap  structure  and  conduct.  The  same  results 
say  zero  profits,  optimum  costs,  nonpersuasive  advertising  —  cannot 
and,  in  view  of  their  implications,  should  not  be  realized  in  markets 
growing  and  declining,  fluid  and  immobile,  innovating  and  static, 
expert  and  ignorant.  Moreover,  the  individual  desiderata  conflict  — 
product  development  and  uniform  profits,  technique  innovation  and 
uniform  efficiency,  variety  and  mass  production.  Performance  norms, 
consequently,  must  be  sufficiently  general  to  apply  to  markets  in 

competition,  not  his  second,  standards  of  fairly  and  feasibly  enforceable  competi¬ 
tion.  See  K.  Brewster,  “Enforceable  Competition:  Unruly  Reason  or  Reasonable 
Rules,”  American  Economic  Review,  XLVI  (May  1956),  484-86,  488. 

4.  Contrast  Edwards,  “Public  Policy  and  Business  Size,”  op.  cit.,  pp.  285-86. 

5.  See  especially  the  thoughtful  appraisal  by  Edwards,  Maintaining  Compe¬ 
tition,  op.  cit.,  passim. 
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different  circumstances;  the  norms  must  acquiesce  in  the  necessary 
effects  of  structure-conduct  conditions  which,  however  unfortunate, 
are  not  remediable  even  potentially,  like  immobilities  f  and  they  must 
embody  concessions  to  one  another  to  form  a  mutually  consistent 
“interrelated  complex.”6 7 8  The  norm  for  economic  profits,  for  example, 
should  not  call  for  profits  to  equal  one  universally  appropriate  rate, 
but  rather  to  vary  up  and  down  from  zero  an  amount  which,  in  view 
of  its  life  expectancy,  acknowledges  the  risks,  innovations,  cost  per¬ 
formance,  and  mandates  for  reallocation  of  individual  members  of 
individual  markets. 

This  is  not  to  say  that  our  standards  should  be  watered  down  to 
some  notion  of  a  tolerable  level  of  performance.  In  practice  it  would 
be  feasible  to  detect  and  worthwhile  to  remedy  only  extreme  cases 
of  bad  performance.  But  it  would  be  quite  arbitrary  to  lay  down  a 
rule  which  decides  abstractly  whether  various  remediable  deficiencies 
fall  within  limits  of  tolerance.  A  performance  dimension  should  not 
be  considered  satisfactory  unless  it  is  as  favorable  as  “unavoidable 
physical  and  economic  characteristics”  permit.  *  This  approach 
refuses  to  be  content  with  performance  which,  though  good,  could  be 
better.  Also  it  often  makes  it  unnecessary  to  know  what  ideal  per¬ 
formance  would  be,  but  only  that  actual  performance  is  improvable  — 
perhaps  that  costs  have  been  raised  even  one  dollar  by  sinecures  or 
featherbedding. 

Of  course,  what  circumstances  are  unavoidable  and  what  they 
require  —  say  lobbying,  contributions,  bonuses,  thick  carpets,  stand-by 
capacity  —  are  matters  of  degree  and  always  subject  to  dispute.  In 
addition,  it  is  clear  that  a  policy  instrument  for  a  capitalistic  economy 
must  make  some  debatable  concessions  to  the  motives,  tendencies, 
and  institutions  of  capitalism  —  for  example,  acquiescence  in  acquisi¬ 
tiveness  and  property  incomes ;  and  that  especially  good  reasons  must 
be  offered  for  what  amount  to  recommendations  to  move  away  from 
the  prevailing  state  of  capitalistic  arrangements  —  for  example,  sub¬ 
sidies,  utility-type  regulation,  entry  by  state  enterprises.  In  fact, 
contemporary  analysis  inevitably  will  presuppose  a  large  part  of  the 
prevailing  cultural  and  physical  environment.  The  real  danger  here 
probably  lies  less  in  failing  to  recognize  what  is  practically  unavoid- 

6.  “  .  .  .  there  are  some  severe  limitations,  arising  out  of  existing  tech¬ 
nology-,  spatial  considerations,  population  distribution,  and  basic  institutional 
conditions,  to  a  rearrangement  of  market  structure  and  business  practices.” 
Mason,  Economic  Concentration,  op.  cit.,  p.  382. 

7.  Bain,  “Price  and  Production  Policies,”  op.  cit.,  p.  167.  See  also,  Wallace, 
“Industrial  Markets  and  Public  Policy,”  op.  cit.,  pp.  126-27. 

8.  Clark,  “Orientation  of  Antitrust  Policy,”  op.  cit.,  p.  98. 
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able  than  in  forgetting  that  conclusions  derived  from  apparent  essen¬ 
tials  will  have  validity  only  in  relation  to  the  existing  stage  of  develop¬ 
ment,  and  will  need  to  change  with  circumstances  in  order  to  promote 

a  given  set  of  goals.9  ,  . 

There  is  also  a  danger  that  performance  norms  will  be  biased  in 

favor  of  the  status  quo  in  order  to  avoid  difficult  questions.  .  As  much 
as  possible,  the  norms  should  not  neglect  social  or  nonpecuniary  gains 
and  losses  by  assigning  status  only  to  market-type  wants  and  market¬ 
able  resources.  Nor  should  they  view  the  potential  of  practices  like 
standardization  to  be  limited  to  what  autonomous  firms  would 
achieve.  Nor  refuse  —  on  principle,  not  budget  —  to  appraise  the 
consistency,  adequacy,  or  necessity  of  whatever  input  prices,  worker 
exertions,  financial  manipulations,  product  durabilities,  demand  frag¬ 
mentations,  etc.,  happen  currently  to  prevail  in  the  market.  To 
incorporate  these  biases  would  indeed  simplify  analysis  and  control. 
But  it  would  often  do  so  at  the  price  of  confining  attention  merely  to 
whether  firms  succeeded  in  maximizing  their  profits. 

Correspondingly,  no  attempt  should  be  made  here  to  separate 
composite  performance  effects  —  say  buyer  irrationality,  excess  capac¬ 
ity,  concentration  of  financial  power  —  into  those  for  which  producers 
could  be  “blamed”  and  those  which  lie  beyond  their  purview,  knowl¬ 
edge,  incentives,  or  power.  Cause  and  blame  properly  enter  when 
and  if  the  question  arises  of  finding  a  successful  and  legally  appro¬ 
priate  remedy.  For  purposes  of  normative  appraisal,  the  unimprova- 
bility  that  performance  norms  should  demand  should  mean  all  that 
unavoidable  circumstances  permit.1 

D.  Remediability  vs.  Potential  Remediability 

The  availability  of  remedies  is  a  question  that  cannot  be  wholly 
postponed  in  judging  improvability.  If  a  dimension  is  improvable  in 
any  useful  sense,  it  is  not  only  substantively  deficient,  but  also  pro- 
cedurally  correctable.  There  is  little  avail  in  condemning  conditions 
that  could  be  corrected  only  if  it  were  feasible  to  prohibit  all  foolish 
purchases,  to  prevent  any  businessmen’s  intercourse,  or  to  dissolve 
every  oversized  concern.  Moreover,  whether  some  revision  —  say  a 
dissolution  —  would  represent  an  appropriate  change  may  depend  on 

9.  Compare  Edwards,  Maintaining  Competition,  op.  cit.,  p.  viii. 

1.  Compare:  Clark,  Gxddeposts  in  Time  of  Change,  op.  cit.,  p.  50  n. ;  “Orienta¬ 
tion  of  Antitrust  Policy,”  op.  cit.,  p.  98;  Preface  to  Social  Economics,  p.  44; 
“Toward  a  Concept  of  Workable  Competition,”  op.  cit.,  p.  243.  T.  J.  Kreps, 
Measurement  of  the  Social  Performance  of  Business  (Monograph  7,  U.S.  Temporary 
National  Economic  Committee,  Washington,  1940),  p.  43.  Lewis,  “Economic 
Implications  of  Large  Scale,”  op.  cit.,  p.  433.  Mason,  Economic  Concentration, 
op.  cit.,  p.  383. 
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what  other  remedies  are  available.  These  might  accomplish  the 
effect  sought  —  say  lower  concentration  or  lower  profits  —  in  better 
ways  —  say  by  easing  entry  or  combining  buyers  —  or  might  stand 
to  be  undertaken  in  any  event  and  cause  the  initial  possibility  then 
to  be  inappropriate  or  to  overdo  its  point.  But  the  question  of  reme¬ 
dies  should  be  postponed  in  one  important  sense. 

A  dimension  norm  should  demand  that  its  dimension  be,  not 
merely  irremediable,  but  not  even  potentially  remediable;  that  is, 
that  it  be  in  a  state  which,  in  view  of  economic  and  legal  necessities, 
has  no  feasible  and  preferable  alternative,  or  which  is  at  least  ade¬ 
quately  self-correcting.  This  stronger  requirement  recognizes  that  a 
market  situation  which  is  potentially  remediable  may  yet  be  irremedi¬ 
able  because  of  obstructions  or  deficiencies  in  the  prevailing  public 
opinion,  political  climate,  legislative  action,  or  judicial  interpretation. 
It  would  be  deceptive  for  a  situation  —  say  wherein  buyers’  ignorance 
is  causing  quality  deterioration  —  to  be  called  “workable”  just 
because  obstructions,  which  themselves  are  potentially  remediable,  are 
causing  an  evident  remedy  —  say  publication  of  Bureau  of  Standards’ 
product  ratings  —  to  be  not  immediately  available,  or  cheaply 
enough,  or  without  prejudice  to  better  changes  later.  Procedurally 
as  well  as  substantively,  “unimprovable”  should  mean  as  favorable 
as  unavoidable  circumstances  will  permit.2  The  economic  problems 
which  are  manifest  and  soluble  in  single-market  performance,  con¬ 
duct,  and  structure  dimensions  should  be  held  up  to  standards  which, 
aided  by  the  special  label  “unworkable,”  call  attention  to  conditions 
that  could  in  fact  be  improved  by  public  policy,  if  only  after  agitation. 

A  dimension  will  be  “unsatisfactory,”  then,  unless  all  reasonably 
possible  favorable  revisions  have  been  made,  so  that  its  present  state 
is  unimprovable  —  not  remediable  even  potentially.  A  decision  in¬ 
volves  the  following:  (1)  deciding  that  at  least  one  change  in  the  condi¬ 
tion  of  the  dimension  might  represent  or  produce  better  performance ; 
(2)  deciding  that  at  least  one  remedy  is  reasonably  available  to  effect 
the  change;  (3)  predicting  the  direction  and  strength  of  the  various 
effects  of  the  change;  (4)  predicting  the  effects  of  employing  the  rem¬ 
edy  itself;  (5)  deciding,  on  the  basis  of  the  surrounding  circumstances, 
the  other  remedies  being  undertaken,  the  prevailing  condition  of  the 
dimensions  that  would  be  affected,  and  the  norms  for  those  dimen¬ 
sions,  which  of  the  various  individual  effects  would  be  desirable  and 
which  —  perhaps  because  excessive  —  undesirable;  (6)  deciding  that 
the  desirable  effects  outweigh  the  undesirable;  (7)  deciding  that  there 

2.  Contrast  Markham,  “Alternative  Approach  to  Workable  Competition,” 
op.  cit.,  p.  361. 
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are  not  better  ways  to  obtain  the  desirable  effects,  including  self¬ 
correction  by  automatic  market  processes. 

A  more  concrete  demand  should  be  made  abstractly  only  for  the 
few,  though  important,  structure-conduct  attributes  which  can  be 
defined  without  reference  to  their  effects  and  which  nearly  always 
tend  to  enhance  or  worsen  net  performance.  Whether  other  govern¬ 
able  structure-conduct  attributes  would  be  desirable  depends  on 
what  performance  effects  would  follow,  on  what  effects  are  needed, 
and  on  how  much  would  be  sacrificed  of  one  effect  and  gained  of 
another;  these  performance  implications  in  turn  depend  on  the  degree 
to  which  various  other  characteristics  are  or  could  be  present  and  on  a 
variety  of  circumstances  which  vary  from  one  market  to  the  next. 
To  pass  judgment  on  such  dimensions  without  relating  a  body  of 
contingent  generalizations  to  the  particular  market  situation,  and 
the  particular  improvements  and  remedies  expected  therein,  would 
not  merely  involve  guesswork,  which  cannot  be  avoided,  but  invite 
gross  errors,  which  can  be.  For  performance  dimensions,  the  indi¬ 
vidual  norms  should  be  satisfied  with  neither  more  nor  less  than  the 
full  social  benefit  that  economic  and  political  necessities  permit 
without  excessive  sacrifice  in  other  performance  directions.  The 
appendix  is  one  suggestion  of  how  these  prescriptions  might  be  trans¬ 
lated  into  specific  norms. 

The  preceding  discussion  indicates  what  should  be  required  for  a 
dimension  to  be  satisfactory.  And,  as  argued  earlier,  if  all  malleable 
dimensions  are  satisfactory,  a  market  should  be  judged  satisfactory. 
But  certain  questions  arise  in  aggregating  the  dimension  norms. 

VI.  The  Workability  Criterion  Reformulated 
A.  Optimality  and  Workability 

The  workability  criterion  is  properly  a  simple  aggregate  of  the 
exacting  dimension  norms  advocated  above.  Such  a  concept,  joined 
with  an  emotive  label  like  “optimum  competition,”  will  stress  the 
goal  of  having  the  best  attainable  state  of  affairs  in  individual  markets 
and  emphasize  that  public  service  is  greater  the  closer  is  a  market  to 
its  optimum.  A  market  will  then  be  adjudged  “optimal”  if  and  only 
if  its  actual  performance  seems  as  favorable  in  all  respects  as  unavoid¬ 
able  circumstances  permit,  and  its  future  performance  apparently 
could  not  be  improved  or  assured  somewhat  by  a  revision  in  any 
malleable  dimension  of  structure  or  conduct. 

The  concept  of  “optimum  competition”  for  each  market  is  a 
useful  target ;  but,  alone,  it  would  place  most  or  all  actual  markets  in 
the  “suboptimum”  category  and  fail  to  distinguish  different  degrees 
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of  deficiency.  The  target  concept  should  be  complemented  with  a 
less  rigorous  standard,  whose  fulfilment  could  be  said  to  represent 
public  service  which  is  “adequate”  —  sufficiently  good  that  one 
should  be  neither  excited  nor  inert  about  the  deficiencies.  The  tone 
of  “workable  competition”  fits  here.  A  market  might  be  considered 
“unworkable”  only  if  it  had  “An  extremely  bad  rating  in  any  one 
direction  or  moderately  bad  or  suspicious  ratings  in  several.”3  These 
ratings  would  be  subjective,  made  in  the  light  of  the  different  impor¬ 
tance  of  the  several  dimensions. 

The  workable-or-unworkable  dichotomy,  however,  still  fails  to 
distinguish  different  degrees  of  under-  or  overfulfilment  of  the  mini¬ 
mum  requirements.  Actual  cases  might  be  differentiated  by  ordering 
the  possible  combinations  of  success  and  failure  in  the  various  dimen¬ 
sions.4  Thus,  a  higher  rank  might  be  assigned  to  a  “bad”  rating  only 
for  concentration  than  to  a  “bad”  rating  only  for  profits.  This  pro¬ 
cedure,  however,  would  involve  its  own  either-or  distinction  in  the 
“good”  and  “bad”  ratings;  it  would  neglect  to  set  off  a  very  “good” 
in  a  highly  important  dimension  —  say  progressiveness  —  against  a 
barely  “bad”  in  one  with  far  less  to  offer  —  say  transitory  adjust¬ 
ments  of  prices ;  and  it  would  produce  a  complex  ranking  system  with 
only  dubious  significance. 

A  preferable  alternative  is  to  acknowledge  that  anything  less 
than  ideal  is  a  matter  of  degree  for  both  individual  dimensions  and 
the  market  situation  as  a  whole,  to  grant  that  rating  and  weighting 
the  several  dimensions  is  subjective,  and  then  to  distinguish  actual 
cases  by  gradations  of  suboptimality.  This  would  involve  a  series  of 
categories,  including  “workable,”  “almost  workable,”  and  “largely 
unworkable.”  Such  labels  should  readily  be  abandoned,  however,  if 
the  object  is  merely  a  fuller  description  of  a  suboptimum  situation. 
Here  there  is  no  substitute  for  specifying  the  market’s  deficiencies  in 
greater  or  lesser  detail  and  with  as  little  subjectivity  and  arbitrariness 
as  possible.  For  instance,  “optimum  except  that  unit  costs  of  one 
dollar  are  50  per  cent  too  large.” 

Of  course,  particular  deficiencies  in  a  market  situation  —  per¬ 
haps  mergers  or  advertising  —  can  and  often  should  be  evaluated 
without  undertaking  to  judge  optimality  in  all  other  respects.  The 
point  is  that  to  judge  whether  a  situation  in  toto  is  as  socially  satis¬ 
factory  as  it  could  be,  all  governable  market  dimensions  should,  to 
the  extent  feasible,  be  weighed  for  reasonably  practicable  improve- 

3.  Bain,  “Workable  Competition  in  Oligopoly,”  op.  tit.,  pp.  37-38. 

4.  This  is  the  approach  of  A.  G.  Papandreou  and  J.  T.  Wheeler,  Competition 
and  Its  Regulation.  (New  York,  1954),  pp.  187-206. 
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ments;  and  in  evaluating  a  possible  revision  in  one  respect  —  indi¬ 
vidually  or  as  part  of  a  total  appraisal  —  effects  on  no  other  dimen¬ 
sions  should  be  ignored  without  at  least  checking  whether  the  facts 

of  the  case  belie  any  usual  simplifications. 

The  suggested  criterion  represents  a  denial  that  market  situa¬ 
tions  can  adequately  be  appraised  by  a  priori  standards  which  are 
confined  to  a  few  dimensions,  which  demand  specific  attainments, 
which  judge  improvability  without  considering  possible  remedies, 
which  recognize  only  the  stereotyped  remedies,  or  which  fail  to  heed  a 
revision’s  effects  in  all  significant  directions.  Such  standards  would 
provide  a  simpler  and  more  objective  means  of  obtaining  answers, 
but  answers  often  grossly  misleading.  Equally  the  criterion  denies 
that  the  variety  of  market  situations,  all  complex  and  in  flux,  can  be 
appraised  by  purely  ad  hoc  analysis.  A  certain  few  dimensions  should 
be  appraised  with  categorical  norms;  the  remainder,  approached  with 
the  rebuttable  presumptions,  contingent  predictions,  and  qualified 
judgments  supplied  by  accumulated  economic  theory.  This  mixture 
of  theory  and  ad  hoc  analysis  certainly  yields  no  definite  standard. 
But  the  very  indefiniteness  of  potential  remediability  is  exactly  what 
permits  a  single  criterion  to  be  applied  to  the  variety  of  diff  erent  kinds 
of  market  situations.  Something  more  concrete  could  apply  to  only 
a  limited  range  of  cases,  and  to  distinguish  them  would  require  the 
same  inquiry  into  the  improvements  possible  in  particular  markets.5 

B.  Workability  Is  Relative  to  Various  Subjective  Judgments 

A  “workable”  rating  is  relative,  of  course,  to  the  variety  of  sub¬ 
jective  judgments  of  value  and  fact  which  were  encountered  above 
and  may  here  be  summarized.  (1)  The  investigator  must  decide  that 
the  whole  question  of  workable  competition  is  important  and  that 
truth  and  social  welfare,  rather  than  personal  or  other  interest,  should 
govern  his  appraisal.  (2)  He  must  decide  that  a  certain  segment  of 
economic  affairs  can  usefully  be  treated  as  a  unit  for  purposes  of 
normative  appraisal.  (3)  He  must  have  in  mind  a  generally  accept¬ 
able  set  of  focal  aims,  whose  meaning  is  sufficiently  clear  that  it  is 
possible  to  formulate  performance  desiderata  in  the  face  of  interaim 
and  interpersonal  conflicts,  and  to  decide  which  sacrifices  in  individual 
performance  dimensions  are  just  worth  making  in  order  to  obtain 
concomitant  advantages  in  other  performance  directions  —  conclu- 

5.  Especially  the  criterion  does  not  demand  (nor  necessarily  repudiate) 
attainments  —  say  P  =  MC  —  whose  desirability  presupposes  that  conditions 
elsewhere  are  also  optimum  in  either  sense.  It  presupposes  merely  that  enough  is 
known  about  other  markets  to  reach  sensible  conclusions  about  the  immediate 
situation  where  it  is  interdependent  —  as  a  complement,  substitute,  further 
processor,  etc. 
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sions  reached  sometimes  by  stressing  buyers’  sovereignty,  sometimes 
by  making  exceptions  in  the  interests  of  workers,  owners,  and  external 
diseconomies,  and  sometimes  by  making  rather  subtle  choices  among 
performance  alternatives.  (4)  He  must  predict  the  direction  and 
strength  of  various  influences  running  among  items  in  the  categories 
of  aims,  performance,  conduct,  structure,  and  remedies.  (5)  He  must 
decide  what  market  characteristics  or  effects  bear  so  directly  on  aims 
for  a  good  economy  that  they  should  be  regarded  as  dimensions  of 
performance.  (6)  He  must  decide  which  of  the  effects  that  individual 
structure  or  conduct  attributes  produce  on  performance  are  desirable 
and  which  undesirable,  and  decide  which  of  the  former  should  be 
sacrificed  and  which  of  the  latter  tolerated  in  order  to  have  the  effects 
that  in  the  net  most  enhance  performance.  (7)  He  must  decide  what 
likelihood  is  sufficient  to  warrant  categorical  approval  or  condemna¬ 
tion  of  conditions  which  just  usually  improve  or  worsen  net  perform¬ 
ance.  (8)  He  must  decide  what  limitations  are  set  by  economic  and 
political  necessities  on  the  achievements  and  remedies  that  can  be 
expected  in  a  given  market,  including  the  concessions  that  should  be 
made  to  the  capitalistic  nature  of  the  environment.6  (9)  He  must 
decide  how  to  rate  and  weight  various  individual  deficiencies  in  order 
to  obtain  a  composite  rating  for  a  suboptimum  situation. 

Despite  the  part  of  this  subjective  foundation  which  pertains  to 
social  goals,  the  concepts  of  optimum  and  workable  competition  have 
limited  implications  for  public  policy.7 

6.  The  workability  criterion  could  apply  to  socialized  or  “regulated” 
markets  only  if  the  categorical  dimension  norms  were  modified  and  the  supporting 
analysis  of  the  others  made  to  cover  for  all  cases  the  circumstances  which  should 
lead  to  different  normative  conclusions.  Furthermore,  an  “optimum”  rating  does 
not  imply  that  socialization  or  utility-type  regulation  would  be  unable  better  to 
serve  the  aims  from  which  the  collected  dimension  norms  are  derived.  Tbis 
would  follow  only  if  any  special  concessions  and  requirements  made  in  appraising 
items  like  profits  and  losses  and  social  costs  and  benefits  were  weighed  against 
results  under  other  kinds  of  arrangements. 

7.  “Competition”  may  be  a  misleading  term  here.  Compare  Oxenfeldt, 
Industrial  Pricing  and  Market  Practices,  op.  cit.,  pp.  89-91.  Also,  see  Mason’s 
distinction  between  workable  competition  and  effective  business  performance  in 
“Current  Status  of  the  Monopoly  Problem,”  op.  cit.-,  pp.  1280-81.  It  is  strange 
that  a  market  containing  a  single  seller  or  buyer,  and  conceivably  one  that  is 
“regulated,”  co-operative,  or  nationalized,  could  at  least  for  a  time  be  judged 
optimally  or  workably  competitive.  Of  course,  in  an  important  sense  all  suppliers 
provide  options  which  compete  for  a  place  in  buyers’  budgets.  The  real  explana¬ 
tion,  however,  is  that  “workable  competition”  has  become  the  accepted  expression 
for  labeling  emotively  whatever  standards  a  writer  puts  into  the  workability 
criterion,  and  the  ones  advocated  here  do  not  correspond  to  any  of  the  traditional 
market  categories.  It  would  be  better  to  speak  just  of  “optimum”  and  “work¬ 
able”  market  situations.  It  might  then  be  unnecessary  to  emphasize  that  atom¬ 
ism  and  other  approximations  to  perfect  competition  are  neither  necessary  nor 
sufficient  for  workability. 
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C.  Lack  of  Antitrust  Implications  . 

The  collected  dimension  norms  and  their  supporting  analysis  — 
including  the  distinction  between  categorical  and  potentially  remedi¬ 
able  defects  —  pose  an  ideal  for  market  conditions  and  a  basis  for 
appraising  dynamic  capitalism.  They  suggest  for  what  antitrust  and 
other  legislation  might  be  enacted,  how  it  might  be  interpreted,  where 
cases  might  be  selected  for  administrative  and  judicial  action,  what 
remedies  might  be  applied,  and  how  the  success  of  public  policy  might 
be  judged.  The  goals  giving  rise  to  the  norms  could  be  served  by 
attaching  the  influence  of  law  and  public  opinion  to  the  concept  of 
workability  and  therefore  the  opportunities  that  exist  for  remedial 
action. 

But  it  should  be  clear  that  the  suggested  concept  of  workability 
names  only  an  “economic”  ideal,  not  anything  that  could  or  should 
be  legally  imposed.  Limited  time  and  resources  and  the  constant 
change  in  market  conditions  make  it  obviously  impossible  to  check 
every  malleable  market  dimension  for  possible  improvements.  It  is 
already  a  large  task  to  enforce  less  than  all  of  even  the  widely  acknowl¬ 
edged  substantive  norms  mentioned  earlier,  plus  a  sort  of  remediabil- 
ity  check  on  high  or  growing  concentration  and  certain  other  variables. 

Moreover,  “noneconomic”  considerations  narrow  the  application 
of  such  investigation  as  is  feasible.  Regulation  which  does  too  great 
violence  to  certain  principles  becomes  inoperative,  not  worthwhile, 
and  even  self-defeating.  Legal  implementation  should  as  much  as 
possible  not  require  detailed  official  knowledge;  intrusions  on  privacy; 
surveillance  and  supervision;  uncertain  compliance;  discretion  con¬ 
cerning  defendants,  guilt,  and  burdens;  prolonged  and  costly  litiga¬ 
tion;  unequal  treatment  for  persons  similarly  situated;  penalties 
without  fault,  antisociality,  forewarning,  or  avoidability ;  and  impair¬ 
ment  of  performance-favorable  motivation.  Yet  —  to  mention  only 
one  conflict  —  “unworkable”  does  not  imply  that  cause  or  blame  for 
deficiencies  is  attributable  to  the  enterprises  concerned. 

The  suggested  concept  of  workability,  therefore,  is  by  no  means 
a  proposal  that  public  officials  should  continually  inspect  private 
enterprises  and,  with  broad  prediction,  qualitative  appraisal,  and 
personal  judgment,  either  instruct  managements  how  to  give  better 
performance  or  penalize  them  for  failure  to  do  so.  If  anything,  the 
emphasis  placed  on  incremental  performance  effects  has  less  sugges¬ 
tion  of  interference  with  freedom  of  enterprise  than  would  a  compre¬ 
hensive  and  meaningful  set  of  norms  demanding  specific  market 
patterns  and  practices.  Legal  implementation  in  fact  should  reflect 
some  nice  compromise  between  utilizing  the  opportunities  for  reme- 
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dial  action,  economizing  use  of  the  state,  and  acknowledging  the 
importance  of  “noneconomic”  considerations.  Concrete  policy  recom¬ 
mendations  would  each  be  an  extended  topic,  and  if  the  Report  of  the 
Attorney  General’s  Committee  is  precedent,  may  be  left  in  other 
chapters.8 

In  any  case,  there  is  certainly  no  prospect  of  a  solution  to  the 
monopoly  problem  in  the  sense  that  antitrust  and  other  public  policy 
—  preventive  and  corrective — together  with  automatic  market  proc¬ 
esses,  will  guarantee  to  produce  workable  market  conditions.  Wise 
public  policies  can,  and  in  the  United  States  do,  help  to  a  significant 
extent;  but  the  factors  mentioned  clearly  set  limits  on  even  their 
potential.  If  many  markets  are  workable,  the  reason  will  be  that  the 
public  has  helped  to  create  an  environment  favorable  to  the  frequent 
operation  of  forces  which  remain  volitional  and  occasional  —  altru¬ 
ism,  rivalry,  entry,  countervailing  power,  and  creative  destruction. 

APPENDIX 

Dimensions  and  Norms  of  Performance,  Conduct, 
and  Structure 

A  catalog  of  dimensions  and  dimension  norms  supplies  a  gen¬ 
eralized  basis  for  the  study  of  particular  markets.  It  should  cover 
every  variable  which  in  particular  cases  might  prove  to  be  significant. 

8.  Brewster  observes  that  “the  net  goodness  or  badness  of  effects  is  not  a 
proper  subject  of  judicial  determination.”  Op.  cit.,  p.  487.  One  may  agree  that 
such  is  undesirable  in  itself  and  for  the  effects  which  Brewster  describes.  This  is 
inconclusive,  however.  Concomitant  benefits  are  also  important,  though  perhaps 
less  evident  than  with  regulating  utilities.  Unless  someone  (a  nonjudicial  FTC?) 
evaluates  certain  effects,  many  patterns  and  practices  will  go  unchecked  merely 
because  they  do  not  qualify  for  substantive  norms  and  per  se  rules.  There  is  often 
no  other  way  to  appraise  combination,  informational  activities,  standardization, 
delivered  pricing,  discrimination,  leasing,  patent  licensing  or  pooling,  tying 
arrangements,  etc.  Compare  E.  S.  Mason,  “Market  Power  and  Business  Conduct: 
Some  Comments,”  op.  cit.,  pp.  474-81. 

Kahn  argues  that  practicability  demands  that  antitrust  standards  relate  to 
conduct  dimensions;  in  particular,  to  collusion,  combination,  unfairness,  exclu¬ 
sion,  coercion,  and  predation.  A.  E.  Kahn,  Standards  for  Antitrust  Policy, 
op.  cit.,  pp.  30,  42,  50,  51,  54.  With  a  few  exceptions,  like  interlockings,  I  would 
agree  that  prohibiting  certain  conduct  is  the  proper  focus  of  antitrust  policy  in  a 
narrow  sense.  However,  I  would  include  at  least  resale-price  maintenance  and 
discrimination  as  other  points  of  attack,  and  add  that  structure  and  performance 
standards  may  be  useful  at  least  in  selecting  defendants  and  choosing  remedies. 
Compare  Edwards,  Big  Business,  op.  cit.,  pp.  114-18;  Mason,  Economic  Con¬ 
centration,  op.  cit.,  p.  383.  Moreover,  various  aspects  of  structure  and  performance 
are  good  candidates  for  influence  by  more  positive  kinds  of  public  policy  —  con¬ 
servation,  patents,  imports,  entry,  promotion,  labeling,  product  testing,  grading, 
labor  relations,  financing,  relations  between  owners  and  management,  etc. 
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The  present  catalog  is  only  tentative.  It  adds  meaning  to  my  pre¬ 
scriptions  for  dimension  norms,  but  the  meaning  is  only  suggestive 
and  the  prescriptions  stand  independently. 

Each  of  the  norms  offered  here  needs  extended  elaboration  and 
support.I. * * * * * * * 9  The  very  enumeration  of  performance  dimensions  con¬ 
tains  a  subjective  element.  The  catalog  embodies  a  compromise 
between  mentioning  every  difference  among  markets  and  referring 
to  only  a  few  oversimplified  variables.  It  calls  certain  items  con¬ 
duct”  which  from  a  different  angle  are  structure,  and  some  “structure” 
which  contain  elements  of  active  conduct.  It  lists  as  separate  dimen¬ 
sions  items  which  obviously  overlap,  so  that  various  dimensions 
shade  into  others  within  and  among  the  several  categories  with 
merely  differences  of  emphasis.  And  it  makes  a  distinction  which 
is  largely  arbitrary  between  two  kinds  of  structure  dimensions.  The 
“malleable”  dimensions  are  those  which  public  policy  might  reason¬ 
ably  influence  or  rectify.  For  these  the  theory  of  workable  competi¬ 
tion  should  develop  normative  standards.  The  “intrinsic”  dimen¬ 
sions  are  patterns  determined  by  nature,  technology,  rigid  institu¬ 
tions,  past  events,  or  chance.  For  these,  not  norms,  but  recognition 
of  effects  is  appropriate  —  and  some  have  effects  dominant  enough 
to  rank  the  items  high  in  classifications  with  other  purposes. 

I.  Performance  Dimensions 

A.  Ratios  of  economic  profits  to  invested  assets  and  net  worth 
should  vary  up  and  down  from  zero  an  amount  which,  in  view  of 
their  life  expectancy,  corresponds  to  enterprises’  risks,  innovations, 
cost  performance,  and  mandates  for  reallocation. 

B.  The  physical  volume  of  sales  should  be  the  quantities  that 
customers  demand  at  prices  which  generate  no  continuing  excess 
demand  or  inventory  accumulation,  which  are  not  troublesomely 
oversensitive  relative  to  adjustment  speeds,  which  could  not  profit¬ 
ably  be  lowered,  and  which  bear  a  relation  to  average  total  costs  that 
generates  appropriate  profits  —  or  a  reasonable  relation  to  ordinary 
marginal  costs  when  the  latter  regularly  differ  in  magnitude  from 
average  costs.  Except  where  benefits  are  substantially  unconfinable, 

collection  expenses  are  exorbitant,  or  public  amenities  are  at  stake, 

indivisible  expansion  should  occur  if  total  revenues  are  expected 
actually  to  exceed  total  costs,  and  contraction  if  revenues  are  regu¬ 

larly  unable  legitimately  to  cover  variable  costs. 

C.  Opportunities  to  reduce  costs,  improve  on  products,  and 

build  up  markets  should  not  be  neglected,  obstructed,  or  suppressed 

9.  See  my  dissertation,  op.  cit.,  chaps.  .4-6. 
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without  good  reason ;  obsolete  or  undesirable  market  conditions  should 
be  corrected  with  reasonable  speed,  directness,  and  equity. 

D.  Total  money  costs  over  the  relevant  time  span  and  range  of 
firms  and  products  should  be  as  close  to  the  minimum  legitimately 
required  to  deliver  the  use-values  being  delivered  as  is  permitted  by 
prior  input  commitments,  reasonable  delays,  chances  of  further 
improvements,  indivisibilities,  and  the  inherent  uncertainty  and 
variability  of  demands  and  prices. 

E.  Sales  promotion  should  have  the  quantity  and  quality  that 
a  responsible  consumers’  co-operative  would  choose  in  order  to  inform 
or  otherwise  benefit  customers;  buyers  should  have  the  opportunity 
to  be  well  informed  and  trustful  and  should  act  rationally  in  their 
own  interests. 

F.  The  quality,  variety,  standardization,  and  location  of  sale 
of  products  should  be  curtailed  only  to  effect  the  compromise 
between  economy  and  individuality  which  informed  customers  would 
choose  by  an  appropriate  direct  ballot. 

G.  Individual  sellers  and  buyers  should  be  law-abiding,  reason¬ 
ably  helpful  to  related  economic  units  and  community  organizations, 
and  mindful  of  deleterious  influences  on  public  policy  and  inter¬ 
national  relations.  Inattention  to  uncompensated  social  costs  and 
benefits  should  not  significantly  distort  allocation  or  distribution, 
create  serious  unnecessary  costs,  lead  to  the  neglect  of  important 
activities,  impede  the  minimization  of  depressions  and  inflations,  or 
impair  contribution  to  the  national  security  in  time  of  peace  or 
war. 

H.  Producers  should  exert  whatever  favorable  influence  is  needed 
and  reasonably  available  on  the  quality,  availability,  training,  and 
absolute  and  relative  prices  of  inputs;  producers  should  be  effective 
in  the  discovery,  extraction,  management,  deferral,  imitation,  and 
consumption  of  exhaustible  natural  resources. 

I.  Labor-management  relations  should  not  be  characterized  by 
ill-will,  frequent  shutdowns,  featherbedding,  exploitation,  or  wage 
increases  to  the  neglect  of  price  reductions.  Workers  should  have 
protection  against  indignity,  insecurity,  arbitrariness,  favoritism, 
partisan  pressure,  undesirable  working  conditions,  and  corrupt  and 
undemocratic  unions. 

J .  Management  should  have  adequate  power,  sufficient  incen¬ 
tive,  and  a  motivation  to  strive  for  the  most  profitable  long-term 
return  on  equity,  except  where  such  would  obviously  conflict  with 
social  welfare;  simultaneously,  managers  should  be  responsible  to 
holders  of  the  enterprises’  securities  through  procedures  which  do 
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not  make  a  nuisance  of  owners’  intervention,  but  nevertheless  shortly 
replace  unsuitable  personnel  and  rectify  improper  practices,  includ¬ 
ing  practices  pertaining  to  the  distribution  of  profits. 

K.  Concentrated  economic  and  financial  power  should  have 
positive  justification,  and  protections  should  exist  against  its  abuse 
e.g.,  by  discrimination  —  vis-a-vis  suppliers,  competitors,  customers, 
communities,  and  democratic  liberties.  The  opportunity  to  estab¬ 
lish  a  new  concern  should  not  needlessly  be  obstructed,  and  com¬ 
panies’  survival  should  correspond  to  their  comparative  public  service. 

II.  Conduct  Dimensions 

A.  Enterprises  should  not  —  individually  or  collectively,  overtly 
or  by  threat  —  employ  against  actual  or  potential  competitors,  sup¬ 
pliers,  or  customers  any  of  a  variety  of  tactics  whose  means,  motives, 
and  effects  disconnect  the  acting  or  suffering  firms’  survival  from 
public  service  and  classify  the  tactics  as  unfair,  exclusionary,  pred¬ 
atory,  or  coercive:  deception,  fraud,  malicious  interference,  legal 
harassment,  squeezing  of  supplier-  or  customer-competitors,  sacrifi- 
cially  undercutting  smaller  or  less  diversified  concerns,  and  pre-emp¬ 
tion  of  inputs  or  outlets  by  needless  acquisition  or  tying  arrangements. 

B.  All  forms  of  collaboration  should  occur  among  and  between 
suppliers,  customers,  and  others  which  promote  their  or  others’  wel¬ 
fare,  except  forms  which  clearly  —  if  only  mediately  —  tend,  via 
profit  and  other  performance,  to  damage  interests  beyond  those  that 
must  be  subordinated  to  achieving  efficiency  and  progress.  It  is 
implied  here  that  explicit  and  tacit  collaboration,  and  extreme  but 
still  noncollusive  leadership,  should  not  have  certain  effects  —  divid¬ 
ing  the  demand  or  supply,  pooling  sales  or  profits,  fixing  prices, 
restricting  output  or  purchases,  coercing  other  concerns,  or  exclud¬ 
ing  competitors,  suppliers,  customers,  or  innovations  —  except  when 
these  are  unavoidable  aspects  of  arrangements  which  promise  a  net 
gain  in  performance,  or  when  sellers  or  buyers  co-operate  in  good 
faith  to  reduce  prices  that  joint  demand  situations  or  irremediable 
formal  obstacles  would  otherwise  prevent  reducing. 

C.  Minimum  and  maximum  prices  at  which  buyers  may  resell 
should  not  be  more  than  suggested. 

D.  Economic  discrimination  in  various  selling  terms  should  not 
prey  on  weaker  sellers,  disadvantage  small  buyers,  cement  collu¬ 
sive  price  structures,  divorce  buyers’  pecuniary  savings  from  real 
economies,  rigidify  channels  of  distribution,  or  refuse  higher-priced 
demands  while  satisfying  lower,  unless  there  is  adequate  justification 
in  favorable  considerations  —  the  good  faith  meeting  of  competi- 
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tion,  changes  in  articles’  marketability,  processes  of  price  competition 
and  countervailing  power,  sampling  of  sections  of  the  demand,  sta¬ 
bilization  or  expansion  of  volume,  equitable  adjustment  to  ability 
to  pay,  or  allowing  production  to  occur  at  a  profit.  Refusals  to  deal 
should  not  be  part  of  a  group  boycott  or  effectively  made  conditional 
on  what  may  not  legitimately  be  imposed. 

E.  Methods  of  determining  terms  of  sales  and  means  of  effect¬ 
ing  transactions  —  including  standard  contracts,  rate  books,  price 
lining,  discounts,  credit  extension,  quality  guarantees,  consignment 
selling,  leasing  contracts,  traveling  salesmen,  guarantees  against 
price  reductions  —  should  be  the  ones  most  convenient  and  condu¬ 
cive  to  favorable  performance  in  the  market,  and  not  to  exclusion, 
conscious  parallelism,  or  price  leadership.  Future  prices  should  be 
announced  or  multiple-order  contracts  concluded  only  if  the  less 
concentrated  side  gains  more  in  foresight  or  economy  than  it  loses 
in  defensive  pricing  or  entry  barriers. 

F.  Profit  seeking  and  aggressiveness  in  rivalry  and  bargaining 
should  be  stronger  or  weaker  than  they  are  if  this  would  tend  to 
improve  performance.  The  pattern  in  which  buyers  spread  their 
individual  patronage  among  sellers,  and  sellers  spread  their  volume 
among  buyers,  should  be  altered  if  such  would  better  respond  to 
superior  terms  or  would  tend  to  undermine  collusive  market  divi¬ 
sions,  entry-blocking  loyalties,  or  efforts  to  shield  relatively  ineffi¬ 
cient  competitors,  suppliers,  or  customers. 

G.  Buyers,  sellers,  and  potential  entrants  should  be  more  recep¬ 
tive  to  change  and  should  respond  to  various  stimuli  more  promptly 
and  rationally  when  such  would  tend  to  improve  performance. 
Buyers  should  not  without  good  reason  either  have  elastic  price 
expectations  or  judge  quality  by  price  or  other  superficial  indicators. 

H.  Unless  greater  or  lesser  price  flexibility  has  positive  justifi¬ 
cation,  sellers  should  disregard  insignificant  or  ephemeral  changes  in 
demand  and  cost  conditions,  but  respond  to  fundamental  changes 
with  conclusive  revisions  in  their  charges  or  markups. 

I.  Companies  should  partly  or  wholly  combine  or  dissolve  when 
such  is  to  their  owners’  advantage,  but  only  if  this  does  not  change 
the  structure  of  any  market  in  contravention  of  the  norms  for  con¬ 
centration,  integration,  diversification,  or  condition  of  entry. 

III.  Malleable  Dimensions  of  Structure 

A.  Interlocks  can  be  created  by  holding  companies,  ownership, 
owners,  credit,  creditors,  officers  —  including  relatives  and  associ¬ 
ates,  reciprocity,  patent  licenses,  technological  pools,  joint  ventures; 
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these  should  be  disclosed  and  altered  if  they  unjustifiably  threaten 
efforts  of  competitors  to  gain  an  advantage,  raise  questions  of  con¬ 
flict  of  interest,  permit  exclusion  of  rival  suppliers  or  customers,  con¬ 
centrate  economic  power,  or  involve  trading  on  dangerously  thin 
equities. 

B.  Sellers’  and  buyers’  concentration  curves  should  be  different 
than  they  are  if  securing  or  avoiding  entry,  exit,  combination,  dis¬ 
solution,  or  reapportionment  would  tend  in  the  net  to  improve  per¬ 
formance.  Virtually  every  aspect  of  performance  can  be  affected, 
directly  and  also  via  effects  on  collaboration,  price  variability,  coer¬ 
cion,  unfairness,  heterogeneity,  countervailing  power.  The  effects 
involved  include  those  of  the  remedies  employed.  The  latter  can 
consist  of  influence  on  unfairness,  predation,  sales  promotion,  sur¬ 
vival,  price  fixing,  entry  barriers,  exit  difficulties,  combinations,  pro¬ 
moters,  taxation,  divestiture,  and  government  competition. 

C.  Turnover  among  buyers  or  sellers  should  be  altered  if  it  fails 
to  correspond  to  natural  human  attrition  and  a  continual  process  of 
weeding  out  the  truly  less  dynamic  or  efficient  organizations.  Weed¬ 
ing  should  occur  at  a  pace  slow  enough  to  allow  reabsorption  of 
released  resources  and  to  avoid  spreading  bankruptcy  from  the  ineffi¬ 
cient  to  their  particular  suppliers  and  creditors. 

D.  Bigness,  numbers  of  plants,  markets,  varieties,  and  products, 
patterns  of  balanced  or  disproportionate  integration,  and  the  number 
of  points  of  contact  among  and  between  buyers  and  sellers  should  be 
altered  if  they  represent,  not  a  search  for  growth,  economies,  or 
assurances  that  are  conducive  to  favorable  performance,  but  a  need¬ 
less  basis  for  financial  power,  predatory  undercutting,  suppression 
of  interindustry  competition  where  entry  is  blocked,  squeezing,  profit 
shifting,  or  mutual  forbearance  from  aggressive  action. 

E.  Trade,  marketing,  chamber,  and  professional  associations 
should  be  created  or  reorganized  to  facilitate  beneficial  and  eliminate 
harmful  forms  of  collaboration. 

F.  Standardization,  grading,  and  informative  labeling  should 
be  employed  or  altered  if  such  would  tend  to  improve  selection, 
reward  quality,  avoid  a  multiplication  of  meaningless  alternatives, 
or  reduce  costs  of  production,  exchange,  maintenance,  and  usage  — 
without  imposing  on  variations  in  taste  or  obstructing  progress  in 
products  and  techniques. 

G.  The  amount,  speed,  accuracy,  and  similarity  of  mai'ket  and 
technical  information  should  be  altered  if  a  substantial  proportion 
of  buyers,  stockholders,  or  potential  entrants  lack  the  opportunity 
to  be  reasonably  well  informed  from  impartial  sources,  if  traders 
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know  too  little  about  their  costs,  prospective  demands,  or  other 
market  features  to  behave  economically,  or  if  traders  know  too  much 
about  competitors’  positions,  plans,  or  trade  secrets  to  behave 
aggressively. 

H.  Entry  should  be  easier  or  harder  than  it  is  if  more  or  less 
actual  and  potential  entry  would  tend  in  the  net  to  improve  per¬ 
formance.  Direct  effects  may  occur  on  profits,  volume,  costs,  prog¬ 
ress,  sales  promotion,  and  discrimination.  Indirect  effects  may  occur 
via  changes  in  collaboration,  price  variability,  predation,  coercion, 
concentration,  heterogeneity,  and  youthfulness.  Effects  may  also 
arise  from  the  means  used  to  alter  potential  entrants’  cost  or  demand 
disadvantages  or  barriers  to  quickly  seeking  available  profits.  The 
means  include  influencing  credit,  training,  apprenticeships,  pecuniary 
economies,  exclusionary  and  predatory  tactics,  sales  promotion,  mar¬ 
ket  information,  patents,  government  buying  and  selling,  interjuris- 
dictional  trade  barriers,  legal  requirements,  and  taxation. 

7.  Information,  research,  and  other  services  by  government, 
together  with  legal  controls  on  prices,  discrimination,  production, 
entry,  imports,  quality,  standardization,  promotion,  taxation,  finance, 
intracorporate  affairs,  etc.,  should  be  altered  if  such  would  fairly  and 
feasibly  tend  to  improve  performance. 

IV.  Intrinsic  Dimensions  of  Structure 

A.  Product  Attributes. 

1.  Novelty,  background  of  variations  and  likelihood  of 
future  changes,  stage  of  growth. 

2.  Good  vs.  service. 

3.  Servicing  requirements,  advantages  of  unified  sale  and 
servicing. 

4.  Expensiveness. 

5.  Durability. 

6.  Divisibility. 

7.  Storeability. 

8.  Transportability. 

9.  Resaleability. 

10.  Complexity. 

11.  Imitability. 

12.  Physical  change  on  sale  (e.g.,  glass). 

B.  Production  Characteristics. 

1.  Record  and  prospect  of  technological  variations;  channels 
of  transmission  of  scientific  developments. 

2.  Technological  secrets. 
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3.  Importance  and  costs  of  litigation. 

4.  Period,  regularity,  and  predictability  of  production. 

5.  Output  and  input  inventories. 

6.  Limitations  on  inputs’  supplies,  transferability,  and  read¬ 
justability. 

7.  Location,  ownership,  and  method  of  acquisition  of  inputs. 

8.  Inputs’  past  and  prospective  price  variations  and  specu¬ 
lation  thereon. 

9.  Availability  of  various  kinds  of  insurance. 

10.  Number,  skills,  turnover  of  employees;  labor  costs  and 
methods  of  pay  and  promotion. 

11.  Union  activities. 

12.  Use  of  nonhired  inputs. 

13.  Sizes,  proportions,  and  durations  of  fixed  costs. 

14.  Costs  of  shutdown,  maintenance,  rehiring. 

15.  Joint  costs,  joint  products,  by-products. 

16.  Relations  between  costs  and:  utilization,  scale,  multiple 
plants,  integration,  and  diversification. 

17.  Interfirm  and  interregional  cost  differences;  equality  of 
access  to  inputs. 

18.  Excess  or  stand-by  capacity;  ease  and  divisibility  of  expan¬ 
sion,  contraction,  relocation. 

19.  Ease  of  exit. 

C.  Marketing  Features. 

1.  Producer  vs.  middleman  vs.  consumer  vs.  government  vs. 
institutional  uses. 

2.  Use-value  to  sellers. 

3.  Low  vs.  high  income  uses. 

4.  Replacement  vs.  new  demand. 

5.  Luxury  and  economy  models. 

6.  Importance  to  buyers  of  small  quality  differences. 

7.  Desires  of  buyers  for  constant,  equal,  or  lower  prices. 

8.  Separability  of  buyers  and  sellers. 

9.  Frequency  of  purchase  and  sale. 

10.  Variations  in  size  of  orders. 

11.  Produced  for  market  vs.  made  to  order. 

12.  Order-shipment  lag. 

13.  Inherent  output  heterogeneity. 

14.  Importance  of  design,  style,  fashion,  prestige,  appearance, 
containers,  credit,  location,  courtesy,  personalities,  trade 
names,  and  information  furnished  by  sellers. 
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15.  Availability  of  independent  servicing  and  other  comple¬ 
mentary  items. 

16.  Association  of  price  and  quality. 

17.  Customary  or  convenient  prices. 

18.  Costs  of  price  changes. 

19.  Price  elasticities  and  cross-elasticities  of  demand,  includ¬ 
ing  intertemporal  aspects  and  importance  of  substitutes 
and  complements. 

20.  Pattern,  record,  and  prospect  of  secular,  cyclical,  seasonal, 
and  irregular  movements  in  prices  and  volumes. 

21.  Sizes  and  overlapping  of  markets;  spatial  price  patterns. 

22.  Proximity  of  buyers,  of  sellers,  of  each  to  other;  stability 
of  locations. 

23.  Friendships;  codes  of  ethics. 

D.  Organizational  Aspects. 

1.  Proprietorships,  partnerships,  syndicates,  trusts,  corpo¬ 
rations,  co-operatives,  government  enterprises. 

2.  Origins  of  owners  and  officers. 

3.  Connections  between  ownership  and  control. 

4.  Organizational  structures;  divisions;  decentralization; 
accounting;  channels  of  market  and  technical  information. 

5.  Cash,  credit,  liability,  and  capital  positions;  sources  and 
availability  of  finance  for  entry,  expansion,  innovation. 

6.  Time  preferences,  horizons. 

7.  Ages  as  organizations  and  members  of  the  industry;  meth¬ 
ods  of  growth. 

8.  Positions  in  regard  to  taxes,  subsidies,  services,  legisla¬ 
tion,  administrative  regulation,  litigation,  public  relations. 


ECONOMIC  STRUCTURE  AND  THE  REGULATION 
OF  TELEVISION 

By  Harvey  J.  Levin* 


I.  Economic  structure,  425.  —  II.  Underutilization  of  the  ultra  high  fre¬ 
quencies,  430.  —  III.  Network  practices  and  public  policy,  439.  —  IV.  Conclu¬ 
sion,  449. 

Television’s  economic  structure  includes  several  major  compo¬ 
nents:  set  owners,  who  view  the  programs  and  buy  the  products  adver¬ 
tised  thereon;  stations,  which  broadcast  or  “clear  ’  the  programs 
supplied  by  national  or  specialized  network  companies,  by  inde¬ 
pendent  program  producers,  or  by  the  station  itself ;  national,  regional 
and  local  advertisers,  who  sponsor  whole  programs  and  buy  time  for 
interspersed  commercial  messages  from  the  networks  for  clearance  on 
chains  of  stations,  or  from  the  national  “spot”  representatives  (for 
reaching  certain  specified  markets  only),  and  who  ultimately  support 
all  other  components;  network  organizations,  which  integrate  stations 
into  nationwide  systems,  selling  the  time  of  affiliated  stations  to  net¬ 
work  advertisers,  supplying  commercial  and  sustaining  public  service 
programs  to  the  affiliates,  and  leasing  from  the  American  Telegraph 
and  Telephone  Company  the  coaxial  cable  and  microwave  facilities 
linking  together  the  chains  of  stations  that  advertisers  order. 

We  are  concerned  here  with  the  stations  and  the  networks,  sub¬ 
ject  as  they  have  been  in  recent  years  to  searching  Congressional 
scrutiny.1  We  shall  examine  evidence  on  the  causes  and  consequences 
of  and  possible  remedies  for  economic  distress  of  stations  operating  in 

*  Hofstra  College. 

1.  See  Television  Inquiry ,  Hearings  on  S.  Res.  13  and  S.  Res.  163  before  the 
Senate  Committee  on  Interstate  and  Foreign  Commerce,  84th  Congress,  2d  Session; 
Monopoly  Problems  in  Television,  Hearings  on  the  Television  Industry  before  the 
House  Antitrust  Subcommittee,  84th  Congress,  2d  Session;  and  Status  of  UHF  and 
Multiple  Ownership  of  Television  Stations,  Hearings  on  S.  3095  before  the  Senate 
Committee  on  Interstate  and  Foreign  Commerce,  83d  Congress,  2d  Session  (hereafter 
called  UHF  Hearings).  Other  useful  documents  in  this  series  are:  Report  of  the 
Senate  Commerce  Committee  on  Television  Network  Practices  (hereafter  called 
Magnuson  Report),  Report  of  the  House  Antitrust  Subcommittee  on  the  Television 
Broadcasting  Industry  (hereafter  called  Celler  Report),  Television  Network  Regula¬ 
tion  and  the  UHF  Problem,  Memorandum  prepared  for  the  Senate  Commerce 
Committee  by  H.  M.  Plotkin,  1955.  Lastly  see  Network  Broadcasting,  Report  of 
the  Federal  Communications  Commission’s  Network  Study  Committee  to  the 
House  Interstate  and  Foreign  Commerce  Committee,  1958  (hereafter  called 
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the  Ultra  High  Frequencies,2  and  the  continued  dominance  of  three 
national  networks.  We  believe  that  the  impact  of  network  practices 
on  the  profitability  of  UHF  stations,  and  the  further  tendency  of 
UHF  distress  to  implement  the  dominance  of  three  national  networks, 
must  be  analyzed  carefully  to  formulate  any  effective  program  to 
revitalize  UHF  television,  to  promote  a  more  competitive  market 
structure,  and  to  produce  a  more  diversified  program  fare. 

I.  Economic  Structure 

But  first  a  word  more  on  five  of  the  industry’s  main  structural 
characteristics. 

First,  there  are  not  only  far  fewer  television  than  radio  stations  now 
operating  but  far  less  room  for  them,  technically,  in  the  broadcast  spec¬ 
trum,  even  if  UHF  channels  are  fully  utilized.  Television  homes  now 
receive  programs  from  510  commercial  and  31  noncommercial  stations, 
which  contrasts  with  3222  standard  (AM)  and  540  Frequency  Modu¬ 
lation  (FM)  radio  stations.  Furthermore,  the  1875  stations  that  can 
eventually  operate  in  the  82  commercial  television  channels  set  a 
maximum  that  is  several  times  below  the  maximum  number  of  radio 
stations  potentially  able  to  operate  in  the  107  standard  (AM)  fre¬ 
quencies  and  the  80  commercial  FM  frequencies.  Additional  techni¬ 
cal  scarcities  result  from  the  fact  that  whereas  the  bulk  of  television 
channels  and  assigned  outlets  are  in  the  Ultra  High  Frequencies,  most 
operating  stations  are  in  the  Very  High  Frequencies  which,  at  best, 
can  hold  only  556  stations. 

This  brings  us  to  our  first  area  of  inquiry;  that  of  competition 
among  stations  for  the  set  owners’  attention,  for  network  affiliation 
and  for  network,  local  and  spot  advertising  business.  In  Section  II 

Network  Study).  This  important  study  was  released  after  the  research  for  much 
of  this  article  was  launched. 

2.  This  refers  to  that  portion  of  the  radio-TV  spectrum  between  300  and 
3000  megacycles.  The  UHF  band  was  first  opened  for  commercial  use  in  April 
1952  after  a  thirty-six  month  period  (“the  freeze”),  during  which  no  permits  what¬ 
ever  were  granted  to  build  more  stations  in  the  older  Very  High  Frequency  band 
(30-300  megacycles).  During  the  interim,  new  engineering  standards  were 
formulated,  wider  spacing  between  stations  was  planned  to  minimize  interference, 
alternative' color  television  schemes  were  debated  and  tested,  and  the  case  for 
reserving  special  educational  channels  was  more  fully  explored.  New  grants  were 
postponed  until  these  many  fundamental  policy  issues  were  examined.  But  the 
108  stations  authorized  to  be  built  in  the  VHF  band  before  September  1948  were 
permitted  to  complete  construction  and  to  operate.  UHF  and  VHF  channels 
actually  occupy  only  a  small  portion  of  the  broadcast  spectrum  which  now  activ  elv 
uses  portions  of  the  range  between  10  kilocycles  and  10,000  megacycles.  Standard 
(AM)  radio  operates  between  540  and  1600  kilocycles;  commercial  and  educational 
FM  operates  between  88  and  108  megacycles. 
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below  we  will  see  that  stations  operating  in  the  Ultra  High  Fre¬ 
quencies  can  be  heard  by  only  one-sixth  of  the  42  million  sets  in  use 
today,  and  that  their  signal  strength  and  clarity  are  still  deficient 
compared  with  those  in  the  Very  High  Frequencies,  which  puts  them 
at  a  great  disadvantage  in  gaining  choice  network  and  advertising 
affiliations.  This  further  acts  to  reduce  their  resources  for  the  pro¬ 
gramming  that  might  otherwise  induce  set  owners  to  purchase  all¬ 
channel  receivers.  When  combined  with  the  high  costs  of  television 
operations  and  the  basic  technical  restraints  already  noted,  the  addi¬ 
tional  shortage  of  comparable  facilities  resulting  from  the  UHF  dis¬ 
tress  makes  network  affiliation  even  more  important  than  otherwise, 
and  further  weakens  the  bargaining  power  of  affiliated  stations. 
Under  these  conditions  trade  practices  that  operate  to  restrain  compe¬ 
tition  require  more  than  ordinary  attention.  Another  problem,  only 
touched  in  passing,  arises  from  multiple  station  ownership,  which 
upsets  competition  so  far  as  multiple  owners  have  more  bargaining 
power  than  single  station  owners  in  gaining  choice  network  affiliations 
and  rate  agreements.  Because  of  the  scarcity  of  TV  outlets,  more¬ 
over,  multiple  station  ownership,  like  the  UHF  problem,  operates  to 
block  the  goals  of  local,  diversified  station  ownership  and  program 
diversity. 

The  industry’s  next  three  characteristics  are  economic  and  insti¬ 
tutional  rather  than  technical:  they  concern  the  role  of  advertiser 
support,  the  place  of  networks  in  programming  and  finances,  and  the 
role  of  independent  producers  and  spot  advertisers. 

The  industry  is  advertiser-supported.3  Commercial  stations  derive 
most  of  their  revenues  from  the  sale  of  broadcasting  facilities  for 
designated  time  periods.  National  and  regional  advertisers  buy 
station  time  and  programs,  or  the  right  to  intersperse  commercial 
announcements  in  so-called  “adjacencies,”  either  from  three  national 
networks  serving  as  sales  agencies  for  nationwide  chains  of  stations, 
or  from  thirty  station  representatives  selling  “spot”  time  in  selected 
markets,  on  selected  stations.  Likewise,  stations  seeking  sponsors 
and  programs  may  deal  either  with  the  three  national  networks  or 
with  the  independent  producer-spot  representative  system.  Some 
350  advertisers  bought  network  time  in  1956,  and  some  4400  bought 

3.  Public  and  private  outlays  on  noncommercial,  educational  stations  are 
the  only  major  nonadvertiser  source  of  finance  now  existent,  although  another 
alternative  is  proposed  by  those  who  advocate  subscriber  services  for  commercial 
television.  Considerable  interest  in  this  latter  device  did  not  prevent  Congress 
from  shelving  action  on  it  this  past  winter.  (On  subscription  television  see 
Television  Inquiry,  III,  also  FCC,  First  Report  on  Docket  No.  11279,  mimeo., 
pp.  57-1153). 
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national  spot  time,  the  top  50  accounting  for  75  per  cent  and  45  per 
cent  of  purchases  respectively. 

Networks  are  crucial  in  station  'programming  and  finances.  All  but 
thirty-five  television  stations  are  now  affiliated  with  one  or  more  of 
three  national  networks  which  service  them  with  programming  and 
which  sell  their  facilities  to  the  network  advertisers.  Each  national 
network  organization  operates  a  radio  as  well  as  a  television  network, 
owns  and  operates  eight  to  ten  radio-TV  stations,  serves  as  national 
spot  representative  for  these  stations  and  for  some  affiliates  too,  pro¬ 
duces  live  and  filmed  programs,  and  has  extensive  connections  with 
related  industries  like  motion  picture  exhibition,  or  the  manufacturing 
of  radio-TV  sets,  tubes,  transmitters,  antennas,  studio  equipment, 
etc.  Network-affiliate  relations  are  governed  by  renewable  contracts 
of  from  one  to  two  years  duration,  which  designate :  the  rate  at  which 
station  time  will  be  sold  to  network  advertisers;  the  station’s  com¬ 
pensation  for  broadcasting  network  commercial  programs;  the  number 
of  nonsponsored  programs,  live  and  filmed,  the  network  will  provide 
gratis;  the  affiliate’s  “right  of  first  call”  to  all  network  programs.  The 
contracts  further  specify  the  “free”  hours  during  which  stations 
promise  to  carry  network  commercial  programs  without  charge;  and 
the  affiliate’s  willingness  to  accept  all  commercial  programs  during 
certain  “option  periods”  —  consistent  with  the  Federal  Communica¬ 
tions  Commission’s  rules  on  the  matter.4  In  addition,  the  Columbia 
Broadcasting  System  and  National  Broadcasting  Company  place 
some  fifty-five  affiliates  in  the  top  markets  on  a  “must-buy”  list,  and 
require  all  network  advertisers  to  buy  the  use  of  their  facilities  for 
each  program  sponsored.  Affiliates  find  their  network  affiliations 
valuable  for  at  least  three  reasons:  the  superior  popularity  of  many 
network  programs,  the  compensation  they  receive  for  carrying  them, 
and  the  expenses  they  are  spared  by  not  having  to  prepare  their  own 
programs,  or  to  secure  syndicated  film  strips  to  fill  in  otherwise 
unfilled  portions  of  the  broadcast  day. 

Independent  program  producers  and  national  spot  advertisers  are 

4.  The  FCC  defines  “option”  as  any  agreement  preventing  network  affiliates 
from  scheduling  programs  before  the  network  agrees  to  utilize  a  certain  time 
period,  or  which  requires  a  station  to  clear  time  already  scheduled.  Under  exist¬ 
ing  Chain  Rules,  stations  must  retain  the  right  to  reject  network  programs  found 
unsuitable,  and  may  not  bar  or  displace  any  network  or  grant  clearances  in  option 
time  without  at  least  56  days’  notice  (though  they  may  legally  displace  spot 
programs  without  notice).  Aside  from  option  privileges,  moreover,  no  station 
may  enter  into  exclusive  affiliations  with  a  single  network  (though  the  category 
of  primary  affiliate  approaches  this) ;  nor  may  it  secure  exclusive  rights  to  any 
network’s  programs  in  a  given  area  (although  other  stations  desiring  access  to  the 
program  may  be  thwarted  where  the  affiliate  exercises  its  right  of  first  call). 
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another  source  of  programming  and  revenues  for  all  stations,  an  alterna¬ 
tive  to  the  network  system.  Independent  producers  generally  specialize 
in  making  original  “live”  programs,  or  “film”  programs  especially 
for  television;  or  they  distribute  films  originally  made  for  theatrical 
exhibition.  “Film  syndicators”  sell  both  types  of  film  programs  to 
advertisers,  stations  and  networks,  in  series  scheduled  for  13,  26,  39 
or  52  week  periods,  broadcast  weekly  at  the  same  time,  and  consisting 
of  integrated  half-hour  segments,  including  time  for  commercials. 
Producers  and  syndicators  sometimes  sell  programs  to  the  networks 
outright,  or  they  sell  proprietary  interests  in  programs  which  the 
network  in  turn  sells  to  network  advertisers  with  a  sure  place  in  the 
network’s  schedule.  But  most  non-network  programs  are  sold  to 
national  station  representatives  and  through  them  to  spot  adver¬ 
tisers.  These  independently  produced  programs  and  spot  accounts 
provide  the  major  source  of  programming  and  revenues  for  thirty-five 
independent  stations,  and  for  network  affiliates  in  time  periods  which 
lack  sponsors  but  where  the  network  may  not  have  agreed  to  provide 
sustaining  shows,  or  where  the  station  has  rejected  a  network  program 
and  must  either  produce  its  own  or  turn  elsewhere. 

Here  there  emerge  two  important  areas  for  inquiry  —  that  of 
competition  among  the  three  national  networks  in  rates  and  pro¬ 
gramming,  and  that  of  competition  between  them  and  the  inde¬ 
pendent  producer-spot  advertiser  system  for  choice  station  clearances. 
Regarding  competition  among  the  networks,  on  one  hand,  the  main 
problem  arises  from  barriers  to  new  network  entry,  such  as  high  inter¬ 
connection  costs,  economies  of  large  scale  programming,  network 
ownership  of  stations,  financial  incentives  in  the  network-affiliate 
relationship  and  technical  scarcities  in  the  major  markets.  New  net¬ 
work  entry,  considered  only  briefly  in  Section  III,  and  largely  ignored 
at  the  Hearings  for  reasons  given  below,  would  act  to  reduce  the 
dependence  of  stations  on  any  single  affiliation  and  thereby  perhaps 
to  enhance  program  diversity. 

On  the  other  hand,  regarding  the  networks’  competition  with 
other  components  of  the  industry,  the  problem  to  which  we  devote 
almost  all  of  Section  III  arises  from  the  special  advantages  that  the 
networks  gain  in  such  competition  from  bargaining  power  they  derive 
from  their  multiple  station  ownership,  their  role  as  station  repre¬ 
sentative  for  their  own  stations  and  for  certain  affiliates  too,  and  their 
option  privileges,  must-buy,  affiliation  and  disaffiliation  criteria,  rate 
policies,  sliding-scale  compensation  schemes,  etc.  Assuming  that 
technical  barriers  to  entry  are  relatively  insoluble  in  the  near  future, 
the  alternatives  are  either  to  promote  more  competition  between  the 
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networks  and  the  national  spot-independent  producer  system,  or  to 
turn  to  other  institutional  arrangements  like  Commission  regulation 
of  rates,  subscription  television,  government  licensing  or  ownership 
of  the  networks,  federal  subsidies,  etc. 

A  final  characteristic  of  the  television  industry  is  its  legal  status: 
it  is  “affected  with  a  public  interest.”  Stations,  though  not  networks, 
operate  under  licenses  granted  by  the  Federal  Communications  Com¬ 
mission,  for  three-year  periods,  to  applicants  whose  legal,  technical 
and  financial  qualifications,  program  plans,  past  experience,  and 
involvement  in  the  community,  appear  to  qualify  them  to  serve  the 
public  interest.  Under  the  Communications  Act  they  are  expected 
to  serve  as  informational  and  instructional  media  as  well  as  dis¬ 
seminators  of  entertainment  and  advertising.  Although  networks 
are  not  similarly  licensed  the  Commission  affects  their  operations  by 
what  it  requires  station  affiliates  to  do  and  not  to  do  in  executing  their 
public  service  responsibilities.  One  major  aspect  of  the  public  interest 
with  which  the  FCC  is  concerned  is  that  of  “program  diversity”  — 
diversity  in  terms  of  cultural,  social,  political  and  economic  view¬ 
points  expressed  therein.  In  implementing  program  diversity  FCC 
has  sought  to:6  (a)  diversify  station  ownership  through  ceilings  on 
multiple  station  ownership  and  rules  on  cross  channel  mergers; 

(b)  fortify  licensee  independence  by  rules  governing  affiliation  con¬ 
tracts  and  criteria  to  be  employed  in  renewing  broadcast  licenses; 

(c)  encourage  the  entry  of  local  residents  as  opposed  to  outsiders 
unacquainted  with  community  needs,  the  better  to  promote  pro¬ 
gramming  of  local  interest;  (d)  maintain  competition  among  different 
components  of  the  industry.  But  the  Commission  also  weighs  heavily 
in  its  licensing  and  allocation  decisions  past  broadcast  experience  and 
adequate  program  resources.  Hence  there  are  sometimes  conflicts 
between  policies  to  strengthen  the  structural  conditions  (competition, 
ownership  diversification)  that  facilitate  program  diversity,  and  those 
that  promote  the  efficiency,  stability  and  growth  of  the  station  and 
network  resources  needed  for  the  desired  programming. 

In  this  context  we  may  restate  our  purpose  here  as  follows:  the 
examination  of  issues  at  stake  in  current  proposals  to  alter  the  TV 
channel  allocations  (see  Section  II  below)  and  the  present  network 
rules  (Section  III  below),  proposals  which  focus  largely  on  the  mainte¬ 
nance  of  competition  but  which  really  bear  on  the  Commission’s  other 

5.  See  H.  S.  Levy,  “Diversification  and  the  Public  Interest,”  Yale  Law 
Journal,  Jan.  1957,  pp.  365-96;  also  my  “Social  Aspects  of  FCC’s  Broadcast 
Licensing  Standards,”  in  H.  J.  Levin  (ed.),  Business  Organization  and  Public 
Policy  (New  York,  Rinehart  and  Co.,  1958),  pp.  480-94. 
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proximate  goals  as  well,  and,  of  course,  on  the  ultimate  goal  of  pro¬ 
gram  diversity. 

II.  Underutilization  of  the  Ultra  High  Frequencies 
Significance  of  the  UHF  Band 

Under  existing  channel  allocations,  a  comprehensive  geographic 
coverage  and  structural  factors  conducive  to  an  adequate  perform¬ 
ance  like  a  multiplicity  of  communities  with  local  stations  and  of  areas 
with  competing  signals,  adequate  educational  transmissions,  and 
effective  network  competition,  all  require  an  active  UHF  band  and 
would  therefore  be  threatened  by  any  serious  economic  distress  there. 
This  was  frequently  stated  at  the  Hearings.6 

In  this  regard,  we  know  that  of  1875  commercial  outlets  allo¬ 
cated,  only  556  (29.6  per  cent)  are  in  the  Very  High  Frequencies,  and 
a  full  1319  (70.4  per  cent)  in  the  UHF,  with  UHF  cities  outnumbering 
VHF  cities  about  three  to  one.  Indeed  the  ratio  is  actually  four  or 
five  to  one  in  thirty-three  states.  Even  more  important,  perhaps,  the 
only  commercial  outlet,  or  the  second  and  third  outlets,  in  many  of 
those  states  with  eight  or  fewer  VHF  cities,  are  UHF  outlets.  In 
educational  television,  too,  more  than  two-thirds  of  the  252  channels 
reserved  for  educators  are  in  that  band. 

It  is  also  generally  accepted  that  establishment  of  a  nationwide, 
competitive  television  service  depends  upon  the  use  of  both  television 
bands.  Since  the  chances  for  three  networks  to  sell  time  during  the 
prime  evening  hours  (7:30-10:30  P.M.)  are  greatest  in  markets  with 
three  or  more  stations,  it  is  crucial  that  only  35  cities  have  three  or 
more  VHF  stations,  whereas  if  we  consider  UHF  channels  too,  57 
of  the  top  100  markets  have  four  or  more  channels  and  a  full  80 
markets  have  three  or  more.  In  short,  technical  factors  alone  militate 
against  the  success  of  more  than  two  national  networks  unless  UHF 
as  well  as  VHF  outlets  survive,  and  this  was  widely  acknowledged  at 
the  Hearings. 

So  far  as  actual  as  opposed  to  potential  performance  goes,  more¬ 
over,  a  full  96  per  cent  of  Americans  now  live  within  the  range  of  at 
least  one  television  signal  and  so  geographic  coverage  has  clearly  been 
maximized.  Yet  only  some  350  of  the  1240  cities  where  channels  are 
allocated  actually  have  a  local  station;  and  only  63  per  cent  of  the 
people  live  in  markets  allocated  three  or  more  outlets  (even  though 
83  per  cent  live  in  markets  economically  able  to  support  them) .  Hence 
the  local  station  and  multiple  service  objectives  are  still  to  be  achieved. 

6.  See  Television  Inquiry,  II,  757-59,  764-65;  UHF  Hearings,  pp.  130-33, 
377-78,  519-23,  939-44;  also  Celler  Report,  pp.  6-9. 
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Furthermore  only  three  national  networks  remain  now  that  DuMont 
has  withdrawn ;  and  of  thirty-one  educational  TV  stations  operating, 
only  seven  are  UHF  outlets  even  though  two-thirds  of  the  reserved 
channels  are  in  that  band. 

In  explaining  this  pattern,  it  is  generally  agreed  that  inadequate 
economic  support  in  small  markets  and  in  markets  near  large  urban 
centers,  where  an  overlapping  in  retail  trade  areas  and  TV  signals  is 
hard  to  avoid,  has  operated  to  limit  the  number  of  local  community 
stations.  But  it  is  also  held  that  such  obstacles  may  in  part  subside 
as  those  markets  grow  in  population  and  buying  power.  Beyond  this, 
however,  the  serious  distress  of  UHF  stations  is  considered  a  major 
problem,  the  failure  to  resolve  which  might  well  jeopardize  not  only 
the  local  station  goal  but  all  other  policy  objectives  as  well. 

UHF  Troubles 

That  there  is  no  doubt  about  the  financial  troubles  of  UHF 
stations  is  clear  from  frequent  testimony  of  industry  and  government 
officials,  and  from  Table  I,  below,  which  indicates  that  in  April  1958, 
some  83  per  cent  of  510  commercial  TV  stations  on  the  air  operated 
on  VHF  channels,  even  though  less  than  30  per  cent  of  all  channels 
allocated  were  in  that  band.  Stated  another  way,  UHF  television 
with  more  than  twice  as  many  outlets  allocated  as  VHF,  accounted 
for  less  than  one-fifth  of  the  total  number  of  operating  stations.  This 
alone  suggests  the  unattractiveness  of  UHF  channels.  In  addition, 
of  177  permits  to  build  TV  stations  that  discouraged  enterprises 
returned  unused  to  the  FCC  between  1952  and  1958,  144  were  for 
UHF  stations  and  only  33  for  VHF  stations.7 

TABLE  I 

Total  Operating  Television  Stations,  April  1958 

VHF  UHF  Total 

Commercial  424  86  510 

Noncommercial,  educational  24  7  31 

Source:  Broadcasting  Magazine. 

The  key  factors  underlying  the  UHF  troubles  can  be  charac¬ 
terized  briefly  as  follows:8  Without  adequate  resources  or  affiliations 
with  a  major  network,  UHF  stations  cannot  transmit  programs  of 

7.  Comparative  profit  and  loss  data  further  reveal  UHF’s  losses  in  contrast 
with  VHF  —  even  holding  constant  factors  like  community  size,  network  affilia¬ 
tion  station  revenues,  etc.  (See  Television  Inquiry,  I,  159-65.)  Losses  for  95 
UHF  stations  actually  fell  from  $10  million  in  1954  to  11.9  million  in  1956;  but 
during  this  time  profits  for  269  “post-freeze”  VHF  stations  rose  to  $16.6  million. 

8.  See  UHF  Hearings,  pp.  147-49,  203-9,  240,  244-45. 
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wide  appeal  and  people  will  therefore  not  pay  extra  to  convert  their 
existing  television  sets  to  receive  UHF  signals  or  to  buy  all-channel 
receivers.  The  reluctance  to  convert  is  also  accentuated  by  UHF’s 
limited  range.  Without  adequate  set  coverage  UHF  stations  then 
find  it  hard  to  secure  choice  network  and  advertising  affiliations,  their 
programs  will  deteriorate  still  further  for  lack  of  adequate  resources, 
and  the  vicious  circle  is  complete. 

These  are  the  factors  which  explain  the  tendency,  in  Table  II 
below,  for  average  revenues  per  UHF  station,  the  percentage  of  tele¬ 
vision  homes  with  UHF  reception  and,  to  a  lesser  extent,  the  number 
of  network  hours  carried  per  station,  each  to  vary  inversely  with  the 
number  of  VHF  signals  received  by  50  per  cent  or  more  of  television 
homes  in  the  UHF  market.9 

TABLE  II 

UHF  Stations  Classified  by  Number  of  VHF  Stations  Received  in 

UHF  Market,  1954 

Number  of  VHF  stations  Number  of  Per  cent  of  total  Average  Total  network 


received  by  50  per  cent  stations  homes  with  UHF  sets  monthly  hours  carried 
or  more  of  the  TV  homes  (average  per  city)  revenues  (per  station)2 

in  UHF  market  (.per  station) 1 

0 .  12  35  $32,000  23 

1  .  32  25  21,000  17 

2  .  12  18  20,000  14 

3  .  23  16  13,000  16 

Total .  79  23  20,000  17 


Source:  FCC  testimony  at  UHF  Hearings,  p.162,  Table  4. 

1.  During  period  Jan.-Mar.  1954. 

2.  During  week  of  Mar.  14-20,  1954. 

By  way  of  seeking  a  fuller  explanation  of  the  above  trends  (and 
of  related  data  in  footnote  9),  it  may  help  to  review  certain  relevant 
points  cited  frequently  during  the  Hearings.  Five  basic  questions 
are  really  at  issue. 

1.  Why  hasn’t  the  public  converted  more  rapidly  to  all-channel 
receivers  and  why  do  new  buyers  not  purchase  such  receivers  at  the 
outset? 

Factors  cited:1  Consumer  inertia.  Failure  of  set  manufacturers, 

9.  Other  data  reveal  a  high  percentage  of  VHF  stations  reporting  profits 
regardless  of  the  number  of  VHF  stations  serving  the  area;  whereas  UHF  stations 
reporting  profits  fall  off  very  sharply  in  these  VHF  areas.  (See  FCC,  Public 
Notice  23055,  August  19,  1955,  Tables  13  and  14.)  We  also  know  that  in  com¬ 
munities  of  over  250,000  population,  fifteen  VHF  stations  authorized  after  1952 
received  about  double  the  number  of  network  program  hours  as  did  thirty-seven 
UHF  stations,  even  though  they  had  no  great  head-start,  chronologically,  in 
gaining  the  best  network  and  advertising  affiliations.  (See  UHF  Hearings, 
p.  162.)  As  indicated,  network  programming  is  crucial  to  station  success. 

1.  UHF  Hearings,  pp.  147-49,  240,  244-45,  530, 721-23, 741-42, 782, 1087-88. 
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heavily  involved  in  VHF  production,  to  publicize  and  promote  all¬ 
channel  receivers  and  converters.  The  high  cost  and  technical 
defects  of  converters.  Greater  access  to  popular  network  programs  on 
VHF  stations.  Superior  VHF  quality  and  signal  strength  under 
existing  FCC  rules.  VHF’s  earlier  start  and  the  public’s  consequent 
investment  in  VHF-only  sets. 

2.  Why  do  VHF  stations  get  the  bulk  of  network  programming 
and  advertising  revenues  and  UHF  stations  get  so  little? 

Factors  cited?  To  attract  advertisers  by  giving  them  the  greatest 
coverage  for  every  dollar  spent,  networks  prefer  to  affiliate  with  sta¬ 
tions  having  extensive  audiences.  VHF  stations  are  favored  over 
UHF  so  far  as  VHF  sets  are  generally  much  more  numerous  in  most 
markets,  VHF  signal  strength  and  clarity  are  greater,  and  VHF  sta¬ 
tions  are  older,  more  experienced  and  better  established.  Networks 
also  prefer  to  deal  with  television  stations  owned  by  their  old  radio 
affiliates  —  and  these  are  generally  VHF  outlets,  too.  Once  the  VHF 
stations  gain  affiliation  contracts,  the  network  practices  guarantee 
steady  advertising  revenues. 

3.  How  may  FCC  policies,  particularly  as  put  forth  in  its  Sixth 
Report,  have  contributed  to  UHF’s  economic  distress? 

Factors  cited:2 3 4  FCC’s  forty-four  month  cessation  of  new  grants, 
needlessly  long  for  the  problems  at  hand,  facilitated  firm  entrench¬ 
ment  of  the  first  108  VHF  stations  with  the  choicest  network  and 
advertising  affiliations.  FCC  should  not  have  placed  VHF  and  UHF 
assignments  in  the  same  market  areas  (intermixture).  FCC’s  concern 
with  promoting  rapid  geographical  coverage  has  come  to  conflict  with 
its  desire  for  local  operations.  The  wider  VHF  coverage  and  higher 
power,  necessary  for  rural  service,  have  seriously  threatened  the 
solvency  of  local  UHF  stations  even  where  no  local  VHF  outlet  actu¬ 
ally  operates. 

4.  What  is  the  relative  importance  of  the  NBC,  CBS,  ABC  net¬ 
works  and,  formerly,  of  DuMont,  in  VHF  and  UHF  television  and 
how  can  it  be  explained? 

Factors  cited?  In  1954  the  following  clearances  by  four  national 
television  networks  in  the  top  100  markets,  6  P.M.  to  midnight,  indi¬ 
cate  their  relative  importance  in  each  band :  23  of  DuMont’s  39  clear¬ 
ances  were  on  UHF  stations;  31  of  ABC’s  51 ;  but  only  20  of  CBS’s  76 
and  20  of  NBC’s  82.  Long-standing  NBC  and  CBS  radio  affiliations 

2.  UHF  Hearings,  pp.  973-75,  992-1000,  1087-88;  Monopoly  Problems  in 
Television,  IV,  6154-56;  Television  Inquiry,  IV,  1761-80,  1838,  1856-78. 

3.  UHF  Hearings,  pp.  1018-20;  Television  Inquiry,  I,  280-304;  II,  330-43. 

4.  UHF  Hearings,  pp.  251-55,  972-73,  985,  1002-4,  1018-20. 
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in  these  most  populous  markets  clearly  favored  them  in  gaining  VHF 
clearance  over  Dumont  —  a  newcomer  to  broadcasting  and  mainly  a 
set  manufacturer  —  and  over  ABC,  struggling  with  inadequate  re¬ 
sources  since  severance  from  NBC  in  1943.  Intangibles  like  customer 
loyalty,  established  contacts,  knowledge  of  station  needs,  would  tend 
to  strengthen  NBC's  and  CBS’s  ability  to  affiliate  with  the  choicest 
VHF  outlets  (to  say  nothing  of  their  greater  resources,  radio  network 
experience  and  connections  with  advertisers).  Once  entrenched  with 
VHF  clearances,  their  ability  to  sell  time  to  advertisers  was  further 
strengthened,  thereby  enhancing  their  program  resources  again,  and 
so  on.  Never  entirely  resolved,  however,  is  the  question  of  whether 
DuMont’s  inability  to  gain  more  VHF  clearances  in  the  top  100 
markets  resulted  more  from  the  greater  assiduity,  ingenuity,  radio 
experience  and  program  superiority  of  her  competitors,  or  from  then- 
restrictive  tactics. 

5.  What  is  the  role  of  the  different  importance  of  these  networks 
in  the  UHF  band  in  explaining  its  distress? 

Factors  cited:5  Ample  NBC-CBS  programs,  and  the  prosperity 
of  these  networks,  both  reflect  and  help  explain  VHF’s  prosperity. 
Absence  of  such  programs,  and  the  availability  of  ABC  and  DuMont 
programs,  similarly  reflect  and  explain  UHF’s  troubles.  This  would 
follow  from  the  role  these  different  networks  play  in  servicing  stations 
in  the  two  bands.  Research  shows  that  the  number  of  stations  report¬ 
ing  losses,  January-October  1954,  was  far  greater  when  the  station 
carried  no  NBC-CBS  programming  (or  less  than  7  and  one-half  hours 
a  week),  than  when  it  carried  more  than  7  and  one-half  hours.  This 
was  true  for  VHF  stations  but  was  more  pronounced  for  UHF  sta¬ 
tions.  These  trends  are  even  clearer  when  UHF  and  VHF  stations 
are  classified  according  to  average  monthly  revenues. 

Policy 

So  much  for  the  nature  of  the  UHF  problem,  several  of  its  impli¬ 
cations,  and  the  factors  which  have  produced  it.  Remedies  seek 
either  to  promote  technical  equality  of  the  two  bands  (by  equalizing 
power,  antenna  heights,  signal  clarity,  etc.),  to  make  markets  homo¬ 
geneous  (by  separating  VHF  and  UHF  markets,  etc.),  or  to  alter  the 
network  rules.6  The  first  two  categories,  backed  in  differing  degrees 
by  almost  all  parties  at  the  Hearings,  seek  to  equalize  competitive 

5.  UHF  Hearings,  pp.  251-55,  803-9;  Television  Inquiry,  I,  159-65,  espe¬ 
cially  Tables  2,  5,  6,  15. 

6.  A  fourth  type  of  remedy  includes  institutional  innovations  like  an  out¬ 
right  federal  subsidy  for  UHF  stations,  or  a  subscription  system. 
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opportunities  in  television  either  by  equalizing  engineering  conditions 
in  both  bands,  or  by  avoiding  the  existing  engineering  inequalities. 
The  objective  is  to  make  superior  programming  the  major  means 
whereby  stations  and  networks  compete  for  advertisers  and  audiences. 

On  the  other  hand,  sharp  disagreements  arose  over  the  tightening 
of  network  rules  —  the  third  category.  The  parties  who  would  regu¬ 
late  affiliation  criteria  and  the  “right  of  first  call”  and  who  propose  to 
curb  exclusive-dealing,  option  time,  and  the  must-buy  list,  sometimes 
imply  that  such  practices,  and  not  technical  inequalities,  constitute 
the  main  threat  to  full  utilization  of  the  UHF  band  and  to  the  promo¬ 
tion  of  local  stations  and  multiple  service  markets,  and  would  endanger 
these  objectives  even  if  technical  problems  were  resolved.  They 
attribute  at  least  part  of  television’s  present  structure  —  and  its 
implementation  —  to  alleged  network  discrimination  against  stations 
in  small  markets,  against  UHF  stations  in  general,  and  against  sta¬ 
tions  in  markets  overshadowed  by  powerful  outlets  in  nearby  cities.7 

The  major  networks  contend  more  successfully,  however,  that 
faulty  channel  allocations,  and  not  restrictive  practices,  are  the  main 
culprit  and  that,  at  best,  the  FCC’s  regulatory  objectives  are  not  fully 
consistent  with  each  other.8  In  other  words,  the  networks  attribute 
their  practices  to  the  underlying  market  structure,  and  the  structure 
to  factors  like  inadequate  market  support,  uneven  topography,  FCC 
allocations  and  rules  on  signal  quality,  power,  antenna  heights,  etc., 
in  mixed  markets,  all  of  which  provide  a  context  within  which  the 
network’s  legitimate  attempt  to  maximize  unduplicated  circulation 
causes  much  of  the  trouble.  This  by  no  means  implies  that  the  net¬ 
work  practices  emerge  unscathed  as  factors  operating  to  restrain  spot 
advertisers,  affiliated  and  unaffiliated  stations,  non-network  pro¬ 
ducers,  etc.  (See  Section  III  below.)  The  point  here  is  simply  that 
their  impact  on  the  distress  of  UHF  stations,  the  establishment  of 
local  stations,  and  on  the  growth  of  multiple  service  areas,  is  neither 
fully  explored  nor  adequately  established  or  refuted  by  the  interested 
parties. 

Turning  next  from  the  network  rules  to  the  proposals  to  equalize 

7.  UHF  Hearings,  pp.  153-54,  255-58;  Television  Inquiry,  II,  762-65,  IV, 
1588-90. 

8.  See  Television  Inquiry,  II,  759,  789-801,  814-26;  IV,  2429-31,  2466-68; 
Monopoly  Problems  in  Television,  III,  4697-4701.  ABC  supported  similar  changes 
in  allocations  but  also  argued  that,  where  new  allocations  were  not  forthcoming, 
FCC  should  curb  “exclusive  dealing”  between  key  VHF  stations  and  the  two 
major  networks  along  lines  originally  proposed  by  DuMont.  (See  Television 
Inquiry,  II,  756-65,  777-78;  IV,  2498.)  For  a  refutation  of  the  charges  on  net¬ 
work  discrimination  against  UHF  stations,  overshadowed  stations,  small  markets, 
etc.,  see  CBS  testimony  in  Television  Inquiry,  IV,  1780-84,  2047-71,  2155-56. 
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technical  conditions  and  to  make  markets  more  homogeneous,  alterna¬ 
tive  remedies  were  commendably  examined  in  terms  of  the  FCC’s 
various  policy  objectives.  Six  points  deserve  brief  mention. 

First,  tax  relief  on  all-channel  receivers  received  wide  support  as 
a  way  to  reduce  existing  cost  differentials  between  UHF  and  VHF 
sets.  To  the  UHF  operators,  of  course,  tax  relief  was  just  another 
kind  of  badly  needed  assistance.  But  to  the  large  networks  and 
YHF  representatives  it  was  also  a  chance  to  break  the  vicious  circle 
of  economic  distress  without  recourse  to  more  elaborate,  disruptive 
remedies  that  might  involve  detailed  governmental  regulations.9 

Second,  it  was  urged  that  VHF  signals  be  limited  to  the  station’s 
retail  trading  area  so  as  to  prevent  the  overshadowing  of  UHF  sta¬ 
tions  in  nearby  communities.  This  was  supposed  to  favor  the  success 
of  local  stations  —  though  a  serious  clash  arose  on  whether  it  could 
be  achieved  without  serious  adverse  effects  on  total  geographic  cover¬ 
age  and  on  the  number  of  multiple  service  markets.1  The  consistency 
of  all  three  objectives  actually  depends  on  the  degree  to  which  UHF 
stations  are  allowed  to  use  boosters,  at  least  until  UHF  power  and 
antenna  heights  can  be  raised  somewhat,  and  the  degree  to  which 
VHF  stations  will  be  glad  to  relocate  directly  in  the  communities  in 
which  they  are  assigned  and  to  use  directional  antennas  to  prevent 
overlapping.  Once  the  islands  of  UHF  stations  begin  to  thrive,  of 
course,  tax  relief  on  all-channel  sets  might  further  induce  consumers 
to  convert. 

Third,  selective  separation  of  VHF  and  UHF  markets  was 
approved  by  most  parties  as  a  way  to  break  through  the  vicious  circle 
of  distress.2  The  disagreements  came  over  whether  a  minimal  effort 
here  would  really  suffice  and  whether  a  full-scale  effort  that  separated 
the  two  kinds  of  markets  widely  might  not  seriously  reduce  service  in 
fringe  areas  and  also  cost  the  public  much  for  new  sets  and  antennas.3 

9.  See  UHF  Hearings,  pp.  191,  481-82,  770,  927,  980-81,  1042-43,  1076; 
Television  Inquiry,  II,  318,  333,  354.  One  of  the  strongest  statements  was  by 
NBC  (ibid.,  II,  845-53). 

1.  In  strong  support  of  the  proposal,  see  statement  by  Hometown  Television 
Association,  in  Television  Inquiry,  II,  especially  456-68;  also  UHF  Hearings, 
pp.  190-91.  An  incisive  rebuttal  by  CBS  appears  in  Television  Inquiry  II, 
819-23. 

2.  See  Television  Inquiry,  II,  313-16,  772—77,  853—55;  Monopoly  Problems  in 
Television,  I,  3270-71;  UHF  Hearings,  pp.  977-80. 

3.  CBS  estimated  the  cost  of  achieving  the  community  station  and  multiple 
service  goals,  by  giving  each  of  the  1240  television  communities  either  all  VHF  or 
all  UHF  outlets,  with  no  overshadowing,  as  a  billion  dollars  for  set,  equipment, 
and  antenna  conversion,  plus  the  loss  of  service  to  several  million  viewers.  Even 
short  of  that,  DuMont’s  plan  to  give  four  homogeneous  outlets  to  as  many  of  326 
top  markets  as  possible,  and  so  to  promote  the  multiple  service  objective,  was 
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Fourth,  the  reduction  of  space  between  existing  VHF  stations 
was  proposed  to  allow  the  construction  of  additional  VHF  outlets, 
the  better  to  promote  the  local  station  and  multiple  service  objectives 
- —  notwithstanding  the  continued  competitive  disadvantages  of  UHF 
stations.  Yet  because  this  solution  might  interfere  with  existing 
VHF  signals,  it  was  opposed  as  hurting  the  maximum  coverage 
objective.  One  modified  version  sought  to  promote  the  multiple 
service  objective,  with  little  or  no  harm  to  the  other  two  goals,  by 
proposing  selected  changes  in  the  location  of  VHF  stations,  modifica¬ 
tions  of  power  antenna  heights,  the  use  of  directional  antennas  and 
other  technical  changes,  thereby  raising  the  number  of  major  markets 
with  three  or  more  comparable  markets  from  52  to  84. 4  The  main 
objection  was  that  it  would  do  little  to  bring  the  UHF  band  into  full 
utilization  even  though,  by  helping  three  networks  to  prosper,  it 
might  promote  the  multiple  service  objective.6 

The  fifth  and  most  radical  proposal  was  to  move  all  television  to 
the  UHF  band.  Only  this  could  supposedly  promote  the  FCC’s 
major  regulatory  objectives  simultaneously,  fully  activate  the  whole 
UHF  band,  and  release  twelve  scarce  VHF  channels  for  other  uses. 
To  be  sure  there  were  fears  that  up  to  8  million  people  would  lose 
service  in  fringe  areas  and  that  the  transition  would  cost  from  $1.5 
to  $2.5  billions.  But  the  use  of  boosters,  satellites  and  higher  powered 
UHF  assignments  was  proposed  to  minimize  the  loss  of  service;  and  a 
ruling  that  stations  must  transmit  UHF- VHF  signals  simultaneously 
during  the  conversion  period  might  help  reduce  the  public’s  dollar 
costs.8 

found  to  help  the  local  station  objective  only  a  little  (due  to  overshadowing),  to 
deprive  a  million  people  of  service,  to  cost  the  public  $200  million  for  set  conversion 
and  antennas,  and  another  $30  million  for  new  station  equipment.  (See  Television 
Inquiry,  II,  797-808.) 

4.  Another  version  noted  that  three  more  VHF  channels  would  provide 
three  or  more  competitive  outlets  to  each  of  the  top  100  markets;  whereas  seven 
more  VHF  would  provide  four  or  more  outlets,  thereby  facilitating  the  survival 
of  four  networks.  Of  course,  some  set  conversion  would  be  needed,  but  no  new 
antennas.  The  main  objection  was  that  UHF  would  again  be  left  idle,  that  VHF 
channels  were  badly  needed  for  governmental  and  military  use,  and  that  any 
inroads  on  the  VHF  channels  reserved  for  educators  would  be  highly  undesirable. 

5.  For  the  different  versions  of  this  proposal,  see  CBS  testimony  in  Tele¬ 
vision  Inquiry,  II,  810—19,  827—28.  For  criticism  of  the  CBS  plan,  see  statements 
by  the  FCC  in  Monopoly  Problems  in  Television,  1, 3269-70,  by  NBC  in  Television 
Inquiry,  II,  859-61  and  by  Hometown  Television  Association,  ibid.,  II,  452-54. 

6.  The  case  for  moving  all  television  to  the  UHF  band  is  set  forth  in  Tele¬ 
vision  Inquiry ,  I,  291 — 94.  The  most  systematic  estimate  of  costs  appears  in  the 
CBS  exhibit  in  Monopoly  Problems  in  Television,  III,  5036-44,  and  in  its  statement 
in  UHF  Hearings,  975-76.  Lastly  see  FCC’s  balanced  commentary  on  the  data 
needed  to  plan  such  a  move  and  to  assess  its  net  advantages  in  Monopoly  Problems 
in  Television,  I,  3269-74. 
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A  curious  clash  came  over  the  sixth  and  final  proposal,  viz.,  that 
existing  ceilings  on  multiple  station  ownership  be  waived,  to  some 
extent,  wherever  a  network  or  non-network  organization  sought  to 
purchase  or  build  additional  UHF  outlets.  With  his  abundant  re¬ 
sources,  the  multiple  owner  would  supposedly  be  able  to  survive  the 
long  period  of  losses  necessary  to  put  UHF  on  its  feet.  This  was  also 
a  sure  way  to  get  essential  network  programming  and  advertising 
revenues  for  UHF  stations  —  for  the  station  would  either  be  owned 
outright  by  a  network,  or  its  parent  company  might  at  least  have  the 
bargaining  power  to  secure  network  affiliation  and  perhaps  even  to 
get  it  on  the  must-buy  list.7 

On  the  other  hand,  the  proposal  was  widely  opposed  for  fear  that 
single  station  owners  would  generally  lose  to  the  multiple  owners  in 
contests  for  advertising  support,  for  choice  network  affiliations  and 
special  agreements  on  rates,  compensation  and  must-buy  status,  and 
for  discounts  on  commissions  paid  to  spot  representatives  and  in 
prices  paid  to  film  syndicators.8  Multiple  station  ownership  was  also 
feared  to  jeopardize  the  growth  of  locally  owned  and  operated  stations 
and  thereby  to  limit  the  extent  of  local  programming.9 

The  upshot  of  these  lengthy  deliberations  was  threefold.  First, 
the  FCC  was  left  free  to  continue  its  long-run  exploration  of  the 
possible  movement  of  all  television  to  the  UHF  band.  The  interim 
policy  was  to  be  one  of  selected  separation  of  UHF  and  VHF  markets, 
and  case-by-case  decisions  on  VHF-UHF  power,  antenna  heights,  the 
use  of  booster  stations  and  directional  antennas,  on  relocations  and 
reductions  of  mileage  separations  to  facilitate  the  introduction  of  new 
VHF  outlets.  But  there  has  been  no  subsequent  attempt  to  reduce 
taxes  on  all-channel  receivers,  or  to  earmark  more  VHF  channels  for 
commercial  TV.  Second,  we  are  strongly  cautioned  against  any 
further  relaxation  of  multiple  ownership  rules  for  fear  of  adverse 
effects  on  competition  and  local  ownership.  The  possibility  that 

7.  A  strong  case  for  relaxing  the  rules  is  made  in  UHF  Hearings,  pp.  257, 
736-38,  742,  927,  947-48,  981,  1044,  and  in  Monopoly  Problems  in  Television,  IV, 
6111-12,  6117-18. 

8.  See  Celler  Report,  pp.  34-39,  84,  141;  also  important  memo  from  the 
FCC’s  Network  Study  Committee,  in  Monopoly  Problems  in  Television,  I,  3761— 
84,  especially  3771-73. 

9.  Nor  would  the  countervailing  power  that  multiple  station  owners  exercise 
against  the  networks  necessarily  guarantee  any  compensating  improvement  in 
performance  (see  Monopoly  Problems  in  Television,  I,  3773-75).  For  big  non¬ 
network  multiple  owners  sometimes  suffer  in  transactions  with  the  networks 
notwithstanding  their  alleged  market  power;  and  transfers  exacted  in  cases  of 
bilateral  oligopoly  imply  no  necessary  social  gain  anyway.  (See  Celler  Report, 
pp.  97-108  and  details  on  the  NBC-Westinghouse  exchange  in  Monopoly  Problems 
in  Television,  I,  3155-3205.) 
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looser  rules  might  act  to  bolster  the  flow  of  venture  capital  into  UHF 
and  eventually  make  stations  in  that  band  comparable  with  those  in 
the  VHF  band,  thereby  facilitating  new  network  entry,  was  found  to 
be  more  than  counterbalanced  by  the  adverse  consequences  of  mul¬ 
tiple  ownership  on  other  components  of  the  industry.  Third,  and 
most  important,  the  possibility  of  modifying  the  network  rules  was 
to  be  explored  in  its  own  right,  wholly  aside  from  the  UHF  problem  and 
its  possible  remedies.  Indeed,  this  brings  us  to  our  next  section. 

III.  Network  Practices  and  Public  Policy 

Notwithstanding  DuMont’s  spectacular  exit  in  September  1955, 
the  Hearings  generally  tend  to  ignore  the  impact  of  network  practices 
on  competition  between  the  networks  in  rates  and  programming  and 
their  impact  on  new  network  entry.1  Rather  are  the  practices  ana¬ 
lyzed,  for  the  most,  on  the  assumption  that  —  even  if  allocations  and 
the  UHF  problem  remain  unchanged,  market  growth  is  negligible,  and 
no  new  networks  enter  —  new  network  rules  may  still  help  open  up  the 
prime  evening  hours  to  more  independent  producers,  station  repre¬ 
sentatives,  spot  advertisers,  and  independent  stations,  in  a  way  that 
enhances  the  financial  support  and  program  resources  available  for 
independent  stations,  as  well  as  the  ability  and  willingness  of  network 
affiliates  to  carry  more  local  programming,  and  that  facilitates  compe¬ 
tition  between  the  industry’s  several  components. 

In  other  words,  the  objective  is  to  secure  an  improved  perform¬ 
ance  from  the  existing  technical-economic  structure  —  wholly  aside 
from  the  possibilities  of  altering  that  structure  or  of  supplementing  it 
with  institutional  variations  like  subscription  services.  Nor  does  the 
network  claim,  that  new  allocations  and  a  growing  market  will  gradu¬ 
ally  resolve  many  “abuses”  now  attributed  to  their  practices,  neces¬ 
sarily  challenge  the  wisdom  of  an  interim  policy.  Granted,  of  course, 
that  such  a  policy’s  long-run  advisability  would  have  been  clarified  by 
careful  study  of  the  thesis  that  network  practices  had  contributed  to, 
as  well  as  resulted  from,  the  UHF  distress,  the  growth  of  multiple 
station  ownership,  the  blockading  of  new  network  entry,  etc.,  and 

1.  To  be  sure,  there  are  brief  comments  on  the  latter,  like  those  in  Monopoly 
Problems  in  Television,  I,  3154-55,  3726,  and  especially  those  by  DuMont  in  ibid., 
II,  4491—4520.  But  note  also  the  absence  of  any  thorough  statement  at  other 
points  where  one  might  have  been  expected,  such  as  ibid.,  I,  3207-13,  in  Celler 
Report,  passim.,  and  Magunson  Report,  passim.  Even  the  FCC’s  recent  Network 
Study,  which  explored  many  factors  affecting  new  network  entry  very  carefully 
(see  its  chap.  IV),  rather  ignored  the  implications  of  market  growth  and  took 
the  existing  allocation  of  frequencies  as  a  constant.  (See  this  writer  s^  review 
article,  “Workable  Competition  and  Regulatory  Policy  in  Television,”  Land 
Economics,  May  1958.) 
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would  restrain  access  to  the  prime  markets  regardless  of  future 
changes  in  allocations  and  market  support. 

Much  of  the  elaborate  testimony  on  competition  between  the 
networks  and  other  components  of  the  industry  really  bears  on  three 
fundamental  questions  which  we  examine  in  the  rest  of  this  article. 
Do  the  network  practices  —  especially  option  time  and  the  must-buy 
rule  —  act  to  bar  advertisers,  independent  stations  or  independent 
producers  from  any  important  television  market,  or  to  restrain  the 
affiliates’  freedom  of  choice?  If  so,  do  they  result  in  a  compensatory 
improvement  in  television’s  performance,  such  that  justifies  them 
nonetheless?  If  not,  would  the  proposed  remedies  so  disrupt  network 
operations  as  to  harm  and  not  to  promote  the  public  interest?2 

A.  Are  the  Network  Practices  Restrictive ? 

The  main  evidence  examined  on  this  first  question  was  the  im¬ 
pressive  success  of  networks  in  clearing  programs  on  their  affiliates;3 
the  rise  in  profit-participation  arrangements  between  networks  and 
independent  producers  where  the  former  gain  interests  ranging  from 
25  to  50  per  cent;  the  growth  of  outright  program  sales;4  the  decline 
in  the  number  of  TV  film  producers  and  in  TV  film  output;6  and  profit 
analysis  for  1955  revealing  rates  of  return  on  net  assets  of  44  per  cent 
for  CBS  and  35  per  cent  for  NBC,  and  rates  on  tangible  property  of 
99  per  cent  and  88  per  cent  respectively.6 

Independent  station  owners  and  program  suppliers  attributed 
such  trends  to  the  competitive  advantages  that  the  networks’  prac¬ 
tices  gave  them  over  the  independent  producer-spot  advertiser  sys¬ 
tem,  in  reaching  the  choicest  markets  at  the  best  times,  and  to  their 
role  in  blockading  new  network  entry.  Needless  to  say  the  networks 
sought  to  refute  these  charges. 

The  attack  on  network  practices  was  fivefold.  First,  option 

2.  One  final  query,  largely  ignored  except  for  the  interesting  testimony  on 
subscription  television,  is  whether  such  alternative  institutional  arrangements  are 
better  ways  to  enhance  the  industry’s  performance  than  new  chain  rules  or  new 
allocations  applied  to  the  present  system  of  advertiser-supported  networking. 

3.  One  study  of  40  cities  in  which  NBC  and  CBS  had  80  basic  affiliates, 
showed  that  93.7  per  cent  of  all  half-hour  programs  ordered  in  the  three  evening 
option  hours  were  cleared.  A  second  study  of  the  52  stations  on  CBS’s  must-buy 
list  reported  that  8  stations  cleared  all  41  of  the  half-hour  programs  ordered  during 
February  1957,  that  13  cleared  all  but  one,  and  that  40  stations  cleared  at  least 
36  of  them.  (See  Television  Inquiry,  IV,  1526,  2920-21,  and  Magnuson  Report, 
pp.  26-27.) 

4.  See  Celler  Report,  pp.  40-50;  Magnuson  Report,  pp.  73-75;  also  Monopoly 
Problems  in  Television,  II  4021-48;  IV,  5665-73. 

5.  See  Magnuson  Report,  pp.  40-44. 

6.  See  Celler  Report,  pp.  24-34. 
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time  was  said  to  explain  the  networks’  great  success  in  gaining  prime 
clearances  in  so  far  as  it  forces  affiliates  to  take  at  least  some  unwanted 
programs,  reduces  their  incentives  to  innovate  local  programming  — 
either  commercial  or  sustaining  —  and  may  displace  non-network 
advertisers  and  producers  without  notice.7  Second,  the  mere  risk  that 
networks  can  invoke  option  privileges  to  displace  them  from  unused 
option  time  was  held  to  have  had  turned  advertisers  from  dealing 
directly  with  the  affiliate’s  spot  representative  or  with  the  independent 
producer,  to  dealing  with  the  network,  even  though  the  latter  requires 
them  to  order  a  basic  group  of  stations  including  some  in  markets  not 
wanted.8  Third,  it  was  claimed  independent  producers  often  agreed 
to  sell  the  network  interests  in  their  programs  to  avoid  such  displace¬ 
ment  risks  and  the  probability  that  networks  will  favor  their  own 
programs  in  borderline  cases,  with  a  further  curtailment  of  inde¬ 
pendent  program  production  resulting.9 

Fourth,  the  network  practices  were  said  to  put  independent 
stations  at  serious  competitive  disadvantages  on  several  counts. 
Because  such  stations  cannot  afford  to  produce  all  the  programming 
they  need  to  build  audiences,  to  spread  overhead,  or  to  attract 
advertisers,  they  must  rely  on  outside  programs  produced  by  network 
or  non-network  organizations.  But  the  network  affiliate’s  first  option 
on  all  network  shows  (i.e.,  the  right  of  first  call),  prevents  the  unaffili¬ 
ated  station  in  the  same  market  from  carrying  them  —  even  though 
the  affiliate  clears  them  only  on  a  delayed  basis,  at  an  off-hour,  and 
though  the  independent  station  would  clear  them  immediately,  at  a 
good  hour,  backed  by  a  non-network  sponsor.  Moreover,  the  inde¬ 
pendent  producer  prefers  to  deal  directly  with  the  networks,  rather 
than  with  the  independent  station,  not  only  to  avoid  the  displacement 
risks  mentioned  above,  but  for  fear  that  he  will  otherwise  jeopardize 
his  clearances  in  markets  which  lack  independent  stations.  Lastly, 
the  national-regional  advertiser  who  might  prefer  to  sponsor  an 
available  non-network  show,  on  an  independent  station  anxious  to 
handle  it,  may  be  blocked  from  doing  so  by  the  must-buy  practice 
which  requires  him  to  place  his  order  elsewhere.1  Fifth,  the  must-buy 

7.  Television  Inquiry,  IV,  1477,  1483,  1486-89,  1505-7. 

8.  Television  Inquiry,  IV,  1490,  1494-95;  Magnuson  Report,  pp.  46-47. 

9.  On  the  networks’  power  to  exact  profit-sharing  arrangements,  see  Monop¬ 
oly  Problems  in  Television,  II,  3980-93,  4020-24;  4068-69.  On  the  networks’ 
tendency  to  favor  their  own  programs,  see  ibid.,  II,  4000-1,  4066-68;  IV,  5703-11, 
5722-24,  6068-69.  Network  affiliates  were  also  accused  of  favoring  network  to 
non-network  programs,  other  things  equal,  and  again  the  networks  challenged 
the  charge.  ( Monopoly  Problems  in  Television,  II,  4032—36;  IV,  b055,  6059,  Tele¬ 
vision  Inquiry,  IV,  2670-75.) 

1.  Television  Inquiry,  IV,  1495-99,  1520,  1539-40. 
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practice  was  further  said  to  bar  certain  advertisers  from  prime  markets 
because  they  cannot  afford  to  order  all  required  stations,  or  because 
their  market  needs  diverge  widely  from  the  list.  Nor  was  unused 
option  time,  or  time  on  independent  stations,  considered  any  adequate 
substitute.2 

In  short,  to  gain  secure  national-regional  clearances,  during  the 
prime  hours,  independent  producers  must  sell  through  those  very 
networks  that  compete  with  them  in  program  production,  and  not 
directly  to  affiliated  or  independent  stations  where  time  may  be 
available,  or  to  spot-local  advertisers  who  may  be  willing  to  sponsor 
the  programs  in  selected  markets.  In  other  words,  the  network 
practices  act  to  prevent  independent  stations,  producers  and  adver¬ 
tisers  from  dealing  directly  with  each  other  to  arrange  national- 
regional  distribution.  The  result  is  a  restriction  of  the  public’s 
program  alternatives  and  disproportionate  network  profits. 

By  way  of  rebuttal,  on  the  other  hand,  the  networks  claimed  that 
their  superior,  popular  programming  largely  explained  their  success 
in  gaining  program  clearances  in  both  option  and  nonoption  periods; 
that  most  affiliates  would  have  granted  the  clearances  even  without 
the  option  privileges;  that  affiliates  retained  the  ultimate  power  to 
reject  network  requests  and  had  sometimes  exercised  it;  that  options 
had  never  been  legally  enforced  to  displace  spot  programs;  and  that 
the  real  reason  for  the  rise  in  profit-sharing  schemes  was  simply  that 
the  networks  had  invested  heavily,  and  borne  sizeable  risks,  in  the 
launching  of  non-network  shows  and  that  such  arrangements  were 
logical  outcomes.3  Furthermore,  they  held  that  non-network  pro¬ 
gram  sources  were  numerous  and  spot  business  was  growing  notwith¬ 
standing  contentions  to  the  contrary ;  that  no  network  seeking  maxi¬ 
mum  revenues  could  really  afford  to  favor  its  own  shows,  over  non¬ 
network  shows,  unless  they  clearly  merited  it;  that  the  must-buy  list 
was  less  restrictive  than  feared,  what  with  advertisers  often  ordering 
even  more  than  the  required  stations,  and  with  few,  if  any,  complaints 
ever  heard.4 

Regarding  the  network  profit  rates,  finally r  it  was  shown  that 
these  were  not  excessive,  even  if  computed  as  percentages  of  net 
assets  or  of  tangible  property,  when  compared  with  rates  earned  in  other 

2.  Television  Inquiry,  IV,  1493-95. 

3.  On  the  above  points  see  Television  Inquiry,  IV,  2303,  2404,  2444-45, 
2495-98,  2536-37,  2565-66,  2579,  2641.  Note  also  that  NBC  reported  that  during 
the  first  quarter  of  1956,  103  affiliates  refused  network  requests  for  clearances  at 
the  rate  of  3.9  programs  per  station. 

4.  On  these  matters  see  Television  Inquiry,  IV,  1790,  2174-75,  2181-82, 
2236,  2418-19. 
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comparable  industries.  But  more  important,  broadcasting  was  said 
to  require  heavy,  risky  investments  in  the  creation  and  acquisition 
of  programs,  the  organization  of  program  structure,  and  in  time  sales 
to  advertisers  —  in  addition  to  investments  in  physical  assets  like 
studio  equipment  and  transmission  facilities.  More  appropriate  for 
industries  with  such  characteristics,  the  argument  went,  were  operat¬ 
ing  ratios  of  expenses  to  revenues  which,  for  CBS,  were  only  4.6  per 
cent  after  taxes,  in  1954,  and,  on  a  cumulative  basis  through  1955, 
only  .45  per  cent  —  compared  with  an  average  of  6.1  per  cent  for 
2400  leading  nonfinancial  corporations  in  1954,  and  rates  of  3.9-12.6 
per  cent  approved  for  certain  utilities.6 

Briefly,  then,  the  networks  contended  that  restraints  imposed  by 
their  practices  were  negligible,  at  most,  and,  as  will  be  seen  later, 
more  than  justified  by  the  social  benefits  resulting. 

In  evaluating  these  conflicting  arguments,  the  investigating 
committees  and  subsequent  Network  Study  endorsed  outright  much 
of  the  critical  attack,6  but  also  hastened  to  reassure  the  networks  that 
no  proposed  rule  change  would  harm  their  financial  position  seriously. 
The  Magnuson  Committee  actually  waivers  between  a  theory  of 
outright  coercion,  for  which  there  is  little  explicit  evidence  in  the 
testimony  of  affiliates  and  advertisers  who  seem  basically  satisfied, 
and  a  theory  that  the  network-affiliate  relationship  is  crucial.7  In 
the  latter  case,  the  network’s  power  and  the  profitability  of  sharing  its 
strategic  position  would  explain  the  frequency  of  its  prime  clearances, 
the  difficulties  of  spot  advertisers  and  independent  producers  in  enter¬ 
ing  prime  markets,  etc.  The  question  really  at  issue  here  as  elsewhere 
in  the  Committee  reports  is  whether  deliberate  coercion,  or  pressures 
inherent  in  the  network-affiliate  relationship,  or  the  affiliate’s  imper¬ 
fect  knowledge  of  network  programming,  or  some  combination  of  all 
three  factors,  best  explains  the  high  rate  of  network  clearances  and 
the  resulting  adverse  effects  on  other  industry  components. 

Regarding  adequate  market  information,  better  knowledge  of 
all  program  alternatives  might  conceivably  tip  the  balance  in  border¬ 
line  cases  where  affiliates  and  advertisers  are  now  indifferent  as  to 
which  of  two  programs  they  select.  But  the  Magnuson  Committee  s 
frequent  appeals  that  affiliates  evaluate  network  and  non-network 
programs  more  carefully  before  choosing,  sound  rather  naive  unless 
one  gives  considerable  weight  to  the  “personal  element”  as  a  determi- 

5.  Monopoly  Problems  in  Television,  III,  5419—29. 

6.  See  Magnuson  Report,  pp.  24-25,  28,  44-46,  49-51,  56-57,  73-77,  97-101, 
Celler  Report,  pp.  40-45,  78-94. 

7.  See  Magnuson  Report,  pp.  18-22,  37-38,  66-67. 
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nant  of  economic  behavior  in  market  structures  like  this.  The  real 
danger,  of  course,  is  that  where  program  alternatives  are  roughly 
equal  —  and  it  is  often  hard  to  distinguish  between  them  —  adver¬ 
tisers  and  stations  would  tend  to  prefer  the  network  program  on 
grounds  of  long-run  business  relations.  Nor  should  we  be  surprised 
if,  other  things  equal,  networks  favored  programs  from  their  own 
production  departments.8 

To  test  the  theory  of  coercion  we  actually  need,  among  other 
things,  statistical  analysis  of  program  clearances  by  size  of  market 
and  of  station,  in  option  and  non-option  time  periods,  and  for  stations 
with  and  without  network  affiliations,  on  and  off  the  must-buy  list.9 
Furthermore  we  must  consider  whether  the  fewness  of  networks 
somehow  exerts  pressures  that  would  exist  even  if  option  time,  must- 
buy  and  other  practices  were  modified  drastically.  For  if  the  network- 
affiliate  relationship,  and  no  specific  practice,  really  underlies  the 
clearances,  then  elimination  of  such  practices  would  not  open  up, 
these  prime  hours  for  competition. 

This  point  was  not  really  handled  satisfactorily  at  the  Hearings. 
It  raises  other  questions :  How  efficient  are  the  three  networks?  How 
much  room  for  additional  networks  is  there,  assuming  each  would 
reach  an  optimum  size?  Would  additional  networks  and  an  increased 
number  of  comparable  facilities  in  the  top  markets  reduce  general 
dependence  of  stations  on  network  affiliation,  or  any  single  affiliation? 
As  indicated  earlier,  this  takes  us  to  the  whole  question  of  why  a 
fourth  network  disappeared  and  of  whether  one  or  more  newcomers 
may  enter  in  the  foreseeable  future.  Lastly  one  wonders  about  the 
relative  importance  in  network-affiliate  relations,  and  in  gaining 
choice  clearances,  of  the  network’s  power  to  manipulate  station  time 
rates  and  compensation  arrangements,  to  withhold  or  withdraw 
affiliation  contracts,  to  put  stations  on  or  off  the  basic  required  list, 
to  invoke  option  privileges,  or  to  order  the  networks’  owned  and 
operated  stations  to  institute  certain  policies  on  rates,  programming 
etc.1 

8.  For  evidence  see  Magnuson  Report,  pp.  67—73;  also  Television  Inquiry, 
IV,  2670-75. 

9.  The  FCC  Network  Study  has  in  fact  undertaken  such  analysis  with  the 
conclusion  that  the  importance  of  these  practices  has  been  overrated  by  both 
sides,  although  they  do  have  some  limited  effects.  More  important  is  their 
indirect,  intangible  role  as  talking  points  in  bargains  struck  between  the  networks 
and  their  affiliates.  (See  the  writer’s  review  article  in  Land  Economics,  May  1958.) 

1.  The  Network  Study  refers  to  such  factors  as  props’ to  network  bargaining 
power  and  emphasizes  that  although  no  single  practice  has  serious  coercive  effects, 
together  they  constitute  an  important  lever,  entrenching  the  networks  against  the 
competition  of  spot  advertisers  and  independent  program  producers.  In  this 
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B.  Is  There  a  Compensating  Improvement  in  Television’ s  Performance? 

The  networks  not  only  deny  that  their  practices  are  seriously 
restrictive,  but  they  go  further  and  defend  them  as  essential  to  net¬ 
working  and  to  the  unique  service  that  results.  The  upshot  of  the 
argument,  although  never  stated  so  extremely,  is  that  any  tendency 
to  exclude  independent  producers,  smaller  advertisers,  and  inde¬ 
pendent  stations,  is  more  than  compensated  by  the  high  quality  of 
network  programming.  Less  sympathetically,  one  might  say  that 
the  networks  try  to  have  it  both  ways,  maintaining  first  that  their 
practices  are  not  restrictive,  and  then  justifying  them  even  if  they  are.2 

The  uniqueness  and  social  value  of  network  program  service,  are 
set  forth  in  terms  of  its  comprehensiveness,  its  over-all  balance  in 
news,  commentary,  special  events,  public  and  cultural  affairs,  its  role 
in  innovating  new  program  techniques  and  forms,  and  its  simultaneous 
interconnection  of  widely  separated  points  in  ways  that  facilitate 
wide  social  participation  and  cohesion  and  that  build  steady  audi¬ 
ences  and  a  reliable  medium  for  national  advertising.3  Nor  were  these 
vital  attributes  ever  seriously  discounted  by  the  network  critics,  the 
investigating  committees,  or  the  subsequent  Network  Study,  except 
indirectly  so  far  as  they  also  lauded  the  social  importance  of  local, 
community  programming.  The  main  argument  arose  not  over  the 
value  of  these  acknowledged  accomplishments  of  networking  (or  over 
its  crucial  contribution  to  the  industry’s  spectacular  growth),  but 
rather  over  the  role  of  the  network  practices  in  implementing  the 
above.  The  proposed  rule  changes  were  defended,  in  the  face  of  deep 
network  opposition,  as  eliminating  certain  restrictive  aspects  of  their 
practices,  without  seriously  upsetting  their  finances  or  their  social 
functions. 

Briefly  the  network  argument  is  that  the  network  service  is 
costly  and  requires  abundant,  stable  resources  —  resources  that 
would  be  seriously  eroded  in  the  absence  of  the  trade  practices  under 
attack.  The  practices,  in  turn,  are  said  to  arise  from  three  of  the 
industry’s  basic  economic  characteristics,  viz.,  television  s  need  to 
compete  against  other  national  advertising  media  like  magazines, 

regard,  the  Celler  Report  notes  the  anticompetitive  impact  of  large  quantity  dis¬ 
counts’  (unrelated  to  real  cost  savings)  offered  to  big  advertisers  in  all  network 
time  sales  ( Celler  Report,  pp.  61-68) ;  and  there  were  frequent  proposals  to  regulate 
the  networks’  affiliation  practices  and  rate  policies  ( Television  Inquiry,  IV,  1516- 

17,  1560-65,  1837-40,  2410-14).  .  ,  . 

2.  This  really  runs  throughout  the  network  testimony,  but  is  clearest  in  tneir 
antitrust  briefs  in  Television  Inquiry,  IV,  especially  1958-94,  2368-88. 

3  On  the  uniqueness  of  network  service,  see  Television  Inquiry,  IV,  1713-16, 
1958-62,  2162-63,  2294-98,  2393-97,  2485-86,  2499.  On  the  case  for  live  vs.  film 
programming  see  Television  Inquiry,  IV,  1813—14,  2277—89. 
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newspapers  and  radio,  where  without  some  guarantee  of  simultaneous 
nationwide  clearances  advertisers  might  turn  elsewhere ;  the  special 
risks  implicit  in  the  network  cost  function,  arising  from  the  fact  that 
should  sponsors  drop  programs  or  fail  to  order  a  station,  this  not  only 
reduces  network  and  station  revenues,  but  also  raises  the  network’s 
costs  so  far  as  it  must  provide  sustaining  programs  to  fill  in  and  must 
continue  to  bear  the  high  interconnection  costs  alone  —  such  that 
the  loss  of  a  few  big  network  advertisers  on  a  few  key  shows  may  mean 
the  difference  between  an  annual  profit  or  loss;  the  additional  uncer¬ 
tainties  that  characterize  creative  industries,  where  long-run  invest¬ 
ments  in  talent,  programming,  equipment,  are  needed  for  innovation 
and  experimentation,  and  where  the  networks  alone  stand  to  bear 
the  losses  from  faulty  investment  decisions,  though  the  gains  are 
shared  by  the  stations.4 

The  networks  imply  that  their  practices  cushion  them  against 
such  uncertainties,  without  operating  to  exact  exorbitant  profits. 
Nor  can  we  really  evaluate  this  contention  without  first  considering 
the  economics  of  networking.  For  instance,  does  option  time,  as  is 
claimed,  prevent  those  piecemeal  defections  of  stations,  particularly 
in  a  declining  market,  which  would  act  to  turn  the  network  advertiser 
elsewhere  for  nationwide  circulation  and  which,  by  forcing  the  net¬ 
work  to  broadcast  more  sustaining  programs  notwithstanding  high 
interconnection  costs,  might  finally  lead  to  a  curtailed  service?  Does 
it  also  forestall  the  possibility  that  stations  which  the  networks  drop 
and  which  must  turn  to  spot  or  local  advertisers  and  to  non-network 
producers,  might  not  rejoin  the  network  when  markets  grow  stronger? 
The  must-buy  list  has  been  similarly  defended  as  helping  the  network 
to  safeguard  its  expensive  investments  in  interconnection  facilities. 
If  such  claims  and  related  ones  are  valid,  then  together  these  prac¬ 
tices,  and  others  like  profit-sharing  agreements,  might  well  help 
stabilize  network  revenues,  spread  high  interconnection  costs  over 
more  time  sales,  compensate  for  the  great  risks  which  creative  indus¬ 
tries  like  this  must  bear,  and  provide  the  abundant  resources  needed 
for  the  networks’  vital  social  functions. 

Unfortunately  these  matters  were  not  explored  more  systemati¬ 
cally  —  on  their  own  ground.  Rather  did  the  rebuttal  take  a  less 
direct  line,  if  a  cogent  one;  namely,  that  if  affiliates  and  advertisers 
would  prefer  network  to  non-network  programs  anyway,  on  grounds 

4.  On  the  industry’s  peculiar  risks,  its  cost  function,  and  other  special 
economic  characteristics,  see  Television  Inquiry,  IV,  1753-54,  1759-62,  1778,  2301, 
2424-28.  On  the  reasonableness  and  essentiality  of  the  network  practices  in  this 
context,  see  Television  Inquiry,  IV,  1805-37,  2290-2316. 
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of  profitability,  suitability,  popularity,  and  the  increased  value  of 
adjacent  time  periods  to  spot  advertisers,  as  frequently  claimed,  then 
the  practices  were  surely  superfluous  and  should  not  be  maintained 
so  tenaciously;  that  if  the  practices  were  in  fact  crucial  to  network 
stability,  they  were  probably  restrictive  too;  and  that  even  the  social 
value  of  network  service  did  not  justify  an  unregulated  restrictionism.5 

Indeed,  regarding  the  first  assertion,  one  cannot  help  but  wonder, 
with  the  network  critics,  how  the  networks  could  possibly  suffer  seri¬ 
ous  losses  if  their  program  quality,  and  not  coercive  tactics,  was  really 
crucial  in  gaining  program  clearances  and  advertising  revenues  — 
unless,  of  course,  borderline  decisions  between  network  and  non¬ 
network  shows  are  frequent  and  the  practices  “tipped  the  balance” 
without  being  “seriously  restrictive.”  Concerning  the  social  value  of 
network  service,  moreover,  one  must  also  agree  with  the  investigators 
that  where  public  policy  endorses  restrictionism  it  ought  somehow  to 
control  the  resulting  profits  and  performance  even  though  this  is  not 
always  done.  In  this  industry,  judging  from  the  range  of  proposals 
heard,  control  might  well  entail  the  direct  licensing  of  networks,  their 
subjection  to  the  same  periodic  program  reviews  to  which  all  licensed 
stations  are  now  subject,  and  a  regulation  of  affiliation  criteria,  rate 
policies,  compensation  schemes,  and  so  on.  Clearly  the  networks 
never  really  faced  fully  the  implications  of  their  contention  that  the 
social  value  of  their  service  justified  any  incidental  restrictionism. 
But  one  wonders  whether  the  Committees  or  the  Network  Study  com¬ 
pletely  established  their  own  major  thesis;  viz.,  that  practices  which 
stabilize  revenues  most  likely  restrain  trade  in  some  undesirable  sense 
too,  but  that  new  rules  can  be  formulated  to  reduce  the  restrictionism 
without  seriously  jeopardizing  network  finances  or  network  program 
service. 

C.  Are  the  Proposed  Rule  Changes  Reasonable f 

The  line  between  trade  practices  which  aim  to  provide  a  modicum 
of  revenue  stability  in  the  face  of  unusual  market  uncertainties,  and 
outright  restrictionism  to  exact  monopoly  gain  beyond  that,  is 
undoubtedly  hard  to  draw.  Yet  many  of  the  sharpest  disagreements 
between  government  and  business  can  be  resolved  only  if  such  a  line 
is  drawn.  Without  a  systematic  analysis  of  how  the  network  prac¬ 
tices  have  operated  in  the  face  of  economic  fluctuations,  and  without 
a  more  thorough  inquiry  into  the  risks  implicit  in  long-run  talent 
contracts,  the  launching  of  stations  and  programs  before  sets  were  in 
wide  use,  the  special  network  cost-function,  and  the  high  interconnec- 
5.  Magnuson  Report,  pp.  28,  31,  36-38,  45,  61. 
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tion  costs,  one  wonders  how  the  reasonableness  of  the  proposed  rule 
changes,  no  less  than  of  the  network  practices  in  dispute,  can  be 
established  convincingly.  Should  such  studies  support  the  investiga¬ 
tors,  on  the  other  hand,  this  might  well  calm  the  network’s  fears  more 
than  does  the  mere  repetition  of  verbal  assurances,  assuming,  of 
course,  that  the  networks  do  really  seek  no  more  than  a  reasonable 
economic  stability. 

As  things  now  stand,  the  investigators  do  the  next  best  thing  to 
launching  such  studies.  Within  the  context  of  existing  technical  and 
market  conditions  they  would  promote  a  competition  that  acts  to 
diversify  and  enrich  television  programming  because  it  is  consistent 
with  network  financial  stability.  The  tentative  compromise  reached 
may  not  please  all  interested  parties;  but  it  is  a  compromise  nonethe¬ 
less,  and  perhaps  the  most  that  can  be  expected  at  present. 

Thus  the  Committees  propose  to  eliminate  must-buy  and  option 
time,  and  to  formulate  a  rule  that  defines  and  prohibits  “exclusive 
dealing”  between  stations  and  networks  or  other  program  suppliers. 
But  they  also  accept  as  a  substitute  for  must-buy,  a  minimum-buy 
provision  whereby  networks  might  require  advertisers  to  spend  a 
certain  sum  if  they  are  to  use  the  networks  at  all,  but  without  per¬ 
mitting  them  to  specify  which  group  of  stations  must  be  ordered  at  the 
desired  time  period.  This  is  expected  to  eliminate  the  more  restrictive 
aspects  of  must-buy  without  unduly  upsetting  network  finances.6 

Indeed  the  Network  Study  compromises  even  more.  Besides 
endorsing  this  action  on  minimum-buy,  it  also  explicitly  rejects  the 
proposal  on  “exclusive  dealing”  to  avoid  undue  interference  with 
business  operations.  Regarding  proposals  to  regulate  the  networks’ 
affiliation  and  disaffiliation  criteria,  rate  policies  and  compensation 
arrangements,  moreover,  the  Study  would  simply  require  a  public 
divulgence  of  the  criteria  and  procedures  the  networks  use,  but  no 
direct  regulation,  as  yet.  Furthermore,  although  it  urges  that  net¬ 
works  be  prohibited  from  serving  as  spot  representatives  for  stations 
other  than  those  they  own  and  operate,  and  would  restrict  multiple 
station  ownership  in  several  ways,  the  Study  would  not  prevent  the 
networks  outright  from  setting  their  affiliates’  time  rates,  or  from 
owning  a  full  quota  of  five  VHF  and  two  UHF  stations,  including 
three  VHF  stations  in  the  top  twenty-five  markets.  Rather  does  it 
call  for  continued  policing  in  these  and  related  areas  to  catch  abuses 
as  they  occur. 


6.  The  committee  argument  is  well-stated  in  Magnuson  Report,  pp.  36-37, 
42-45,  100-1. 
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IV.  Conclusion 

Through  their  extensive  inquiry  into  the  UHF  problem,  multiple 
station  ownership,  and  network  practices,  the  investigators  sought  to 
formulate  changes  in  the  network  rules  and  in  channel  allocations  to 
implement  not  one  but  several  policy  objectives.  Thus  they  sought 
to  promote  a  freer  entry  of  newcomers  into  television,  an  increase  in 
local  stations,  and  in  competition  of  several  sorts;  the  widest,  most 
rapid  growth  in  set  ownership  and  geographic  coverage  of  television 
service;  the  maximum  number  of  multiple  station  communities  and 
multiple  service  markets.  They  wished  to  pursue  such  goals,  more¬ 
over,  in  ways  consistent  with  a  reasonable  stability  of  network 
revenues. 

Actually,  however,  the  investigators  treated  these  goals  of  effi¬ 
ciency,  growth  and  stability,  not  as  ends  in  themselves  but  as  instru¬ 
mental  to  a  more  diversified  output.  This  diversity  of  output  they 
saw  as  threatened  by  the  UHF  problem,  by  multiple  station  owner¬ 
ship,  and  by  the  network  practices.  They  were  particularly  concerned 
over  the  lack  of  balance  between  local  and  national  programs,  between 
filmed  and  live  matter,  and  over  the  deficient  opportunities  for  inde¬ 
pendent  program  suppliers,  advertisers  and  independent  stations,  to 
participate  in  the  planning  of  program  fare  along  with  the  national 
networks  and  big  advertising  agencies. 

Now  the  major  queries  these  Hearings  raise  are  not  unique  to 
radio  and  television  even  though  the  form  they  take  here  is  distinctive. 
Wherever  entry  is  restricted  due  to  technical  and  legal  or  economic 
factors,  a  more  general  question  arises:  Are  the  restraints  on  entry, 
and  the  degree  of  monopoly  power  they  support,  more  than  balanced 
by  a  compensating  increase  in  the  quality  and  quantity  of  output? 
Or  would  changes  in  the  legal  and  institutional  framework  help 
improve  the  industry's  performance?  For  instance,  in  air  transport 
we  start  by  asking  whether  restricted  entry  helps  promote  the  indus¬ 
try’s  safety,  efficiency,  growth  and  contribution  to  national  security, 
such  as  compensates  for  the  increased  market  power  it  gives  to  the 
major  trunk  lines  at  the  expense  of  the  nonscheduled  carriers.  In 
motor  transport  the  question  is:  do  controlled  entry  and  minimum 
rates  stabilize  revenues  and  act  to  improve  the  safety,  regularity  and 
general  quality  of  service,  such  as  counterbalances  any  tendency  to 
lessen  competition  within  the  industry  and  vis-a-vis  the  railroads? 

Here  in  radio  and  television  the  Committees  are  really  trying  to 
ascertain  whether  the  restriction  on  entry  needed  to  maintain  satis¬ 
factory  signal  quality,  the  additional  restriction  imposed  by  technical 
scarcities  and  by  the  network  practices  arising  therein,  acted  to 
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enhance  not  only  the  industry’s  profits  but  its  program  service  too,  in 
terms  of  geographic  coverage,  local-live  programming,  and  general 
program  diversity  and  balance.  Their  tentative  conclusion,  sup¬ 
ported  by  the  subsequent  Network  Study ,  was  that  it  did  not;  that  the 
blockaded  entry  was  not  fully  justified  by  the  resulting  performance. 
Their  proposed  remedy,  for  the  present,  was  to  tighten  the  network 
rules  as  indicated,  rather  than  to  wait  until  a  general  economic 
expansion  had  reduced  the  magnitude  of  many  of  television’s  prob¬ 
lems,  and  rather  than  to  institute  drastic  changes  in  the  channel  alloca¬ 
tions  or  in  the  industry’s  present  institutional  framework  based  on 
advertiser  support  and  national  networking.  But  this  writer  left  the 
mountains  of  new  testimony  and  valuable  research  feeling  that 
although  the  rule  changes  were  a  wise  interim  measure,  any  long-run 
improvement  in  the  industry’s  performance  would  require  additional 
work  in  these  other  directions  too. 


PEAK  LOADS  AND  EFFICIENT  PRICING:  COMMENT 


By  Jack  Hirshleifer* 

In  a  recent  article  Professor  Steiner  presented  what  I  believe  to 
be  essentially  the  correct  solution  of  the  problem  of  peak  load  effi¬ 
cient  pricing.1  The  disagreement  with  Steiner’s  paper  that  calls 
forth  this  note  does  not  turn  so  much  upon  the  analysis,  which  I 
regard  as  a  truly  major  contribution,  but  upon  Steiner’s  obiter  dictum 
to  the  effect  that  his  solution  involves  discriminatory  prices.  The 
disagreement  is,  in  some  degree,  a  semantic  one,  turning  upon  the 
meaning  of  the  word  “discrimination.”  However,  I  shall  contend 
that  there  is  a  fundamental  underlying  idea  which  permits  us  to  tell 
when  price  differences  are  discriminatory  and  when  they  are  not, 
and  that  under  this  concept  Steiner’s  solution  is  nondiscriminatory. 
I  shall,  in  addition,  separate  the  short-run  and  long-run  aspects  of 
the  problem  and  provide  a  more  general  solution  (in  this  respect) 
than  Steiner’s  —  his  analysis  being  limited  to  the  long-run  solution 
for  a  cost  function  of  a  particular  shape.  It  is  this  more  general 
result  which  makes  apparent  the  essentially  nondiscriminatory  nature 
of  Steiner’s  solution. 

Our  science  advances  in  part  as  a  result  of  refinement  of  thought 
which  permits  us  to  make  such  distinctions  more  consistently  than 
they  have  been  made  in  the  past.  In  addition,  there  are  certain 
important  legal  and  policy  implications  in  the  use  of  the  word  “dis¬ 
crimination”  that  justify  care  on  the  part  of  the  economic  profes¬ 
sion.  In  a  nutshell  I  shall  contend  that  the  efficient  price  differences 
in  a  peak  load  situation  shown  in  Steiner’s  analysis  are  not  discrimi¬ 
natory  because  they  are  equal  to  the  differences  in  the  marginal  cost 
of  serving  the  classes  of  customers  involved.  By  marginal  cost  I 
mean,  ultimately,  the  marginal  opportunity  cost  —  the  value  set 
upon  the  resource  by  the  customer  in  the  most  valuable  alternative 
use  being  sacrificed .  (It  is  necessary  to  bring  in  the  more  ultimate 
concept  of  opportunity  costs  because  Steiner’s  solution  is  such  as  to 
leave  marginal  cost  indeterminate  in  the  usual,  cash-outlay  sense.) 

The  point  of  view  adopted  throughout  this  paper  is  that  of  an 
enterprise  operated  solely  for  “maximum  welfare”  rather  than  maxi¬ 
mum  profit.  (We  speak,  of  course,  of  “maximum  welfare”  or  of 

*  University  of  Chicago. 

1.  P.  O.  Steiner,  “Peak  Loads  and  Efficient  Pricing,”  this  Journal,  LXXI 
(Nov.  1957),  585-610. 
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“efficiency”  in  the  old-fashioned  welfare  theory  sense  —  that  is  to 
say,  we  accept  the  initial  distribution  of  wealth  and  talent  as  a 
datum  for  our  analysis,  we  assume  that  consumers’  preferences  are 
the  relevant  criterion  and  that  consumer  decisions  faithfully  reflect 
these  preferences,  and  so  forth.) 


FIGURE  I 

Short-Run  and  Long-Run  Solutions,  Discontinuous  Cost  Function 


My  interpretation  of  Steiner’s  solution  is  illustrated  in  Figure  I. 
These  are  two  time  periods  (say,  day  and  night)  which  generate  the 
demand  curves  Dx  and  A>;  these  demands  are  assumed  independent 
of  one  another.  (This  assumption  is  rather  unreasonable,  since  off- 
peak  and  on-peak  service  may  be  close  substitutes,  but  it  is  a  valu¬ 
able  simplifying  assumption  for  this  problem.)  The  cost  function 
is  identical  for  each  of  the  two  periods  considered  separately:  up  to 
the  fixed  capacity  limit  existing,  quantity  q  for  either  period  can  be 
provided  at  a  cost  of  b  per  unit;  beyond  that  point,  demand  for 
either  of  the  periods  can  only  be  satisfied  at  a  cost  of  b  +  /3  per  unit, 
where  /3  is  the  cost  per  unit  of  providing  new  capacity.  Demand  for 
both  periods  combined  can  be  satisfied  at  a  cost  of  2b  per  combined 
unit  up  to  the  capacity  limit,  and  25  -f-  /3  per  combined  unit  beyond 
that  limit.  In  the  simple  analysis  illustrated  in  Figure  I,  both  b 
(variable  cost  per  unit)  and  /3  (capacity  cost  per  unit)  are  assumed 
constant.  The  presentation  in  Figure  I  differs  from  Steiner’s  in  that 
the  latter’s  demand  curves  are  defined  to  be  net  of  variable  cost  — 
that  is,  the  amount  b  has  been  subtracted  vertically  from  Di  and  Z)2 
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as  shown  here,  the  resultant  curves  thus  becoming  "demand  for 
capacity.  2  This  definition  is  legitimate  and  highly  convenient  geo¬ 
metrically;  the  same  simplification  cannot  be  adopted  here,  how¬ 
ever,  as  it  obscures  exactly  that  relation  between  the  short-run  and 
long-run  solutions  on  which  the  present  analysis  centers.  The  demand 
curves  used  in  this  analysis  are,  then,  ordinary  demand  curves  for 
the  commodity  or  service  under  consideration. 

Previous  analysts,  outstanding  among  whom  is  Davidson,3  had 
tended  to  argue  that  the  off-peak  customers  (Z)2)  should  be  charged 
only  the  variable  cost  per  unit  b, 4  while  the  on-peak  customers  (A) 
should  be  charged  b  +  /3  —  variable  cost  plus  capacity  cost.  The 
underlying  idea  is  that  it  is  the  on-peak  customer  who  is  responsible 
for  the  purchase  of  the  marginal  unit  of  capacity.  In  the  case  illus¬ 
trated,  supposing  that  QA  is  the  capacity  in  existence  at  a  moment 
of  time,  such  pricing  would  obviously  be  incorrect.  Steiner  says 
that  "the  peak  shifts”  (the  on-peak  customers  at  the  price  b  +  /3 
would  take  only  LX,  less  than  the  off-peak  customers);  in  addition, 
the  off-peak  customers  would  have  to  be  rationed,  since  at  the  price 
b  they  would  want  far  more  than  the  capacity  available.  The  cor¬ 
rect  short-run  solution  is  to  charge  QAS  and  QAP  to  the  slack  and 
peak  demand  customers,  respectively.  If  the  price  for  either  class 
of  customer  were  higher,  a  quantity  less  than  QA  would  be  demanded. 
Since  the  demand  curves  are  such  that  the  values  placed  on  an  addi¬ 
tional  unit  of  q  remain  higher  than  the  marginal  cost  b  throughout 
the  range  of  q  from  zero  to  QA,  it  is  clear  that  the  amount  QA  should 
be  provided,  and  this  amount  would  not  be  purchased  if  the  prices 
were  higher  than  QAS  and  QAP  respectively.  Prices  lower  than  these 
would  create  excess  demand,  since  more  than  the  fixed  capacity  would 
be  desired,  and  service  would  have  to  be  rationed.  As  Steiner  points 
out,  Davidson  was  aware  of  the  “peak-shifting”  difficulty.  He 
recommended  certain  empirical  price  adjustments  where  peak-shift¬ 
ing  threatened,  but  Steiner  is  correct  in  charging  him  with  vague¬ 
ness  on  this  score.  In  fact,  the  suggested  adjustments  are  inconsist¬ 
ent  with  Davidson’s  principle  of  charging  according  to  long-run 
marginal  cost.  (The  correct  principle,  I  shall  argue  shortly,  involves 
charging  according  to  the  separable  short-run  marginal  cost.) 

2.  Steiner,  op.  cit.,  p.  588. 

3.  R.  K.  Davidson,  Price  Discrimination  in  Selling  Gas  and  Electricity 
(Johns  Hopkins,  1955),  pp.  111-47.  Despite  my  disagreement  with  Davidson 
on  peak  load  pricing,  I  feel  bound  to  say  that  the  integration  of  theory  with 
practical  problems  in  his  book  represents  a  real  high  point  in  the  application  of 
economic  theory  to  public  utilities  practice. 

4.  On  the  assumption  that  marginal  cost  equals  average  variable  cost. 
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Steiner’s  solution  was  to  point  out  that  a  welfare  optimum 
requires  the  purchase  of  additional  capacity  until  the  vertical  sum 
of  the  demand  prices  (on  the  curve  labeled  Di  +  D*)  equals  26  +  0 
at  Qb,  the  prices  QBV  and  QBT  being  charged.  His  obiter  dictum 
was  that  these  prices  are  discriminatory  since  they  are  based  on 
demand  differences,  the  cost  functions  being  identical  for  the  two 
classes  of  service.5  Actually,  Steiner  does  not  explicitly  discuss  the 
short-run  problem  whose  solution  was  just  given  above  (charging 
QaS  and  QAP  for  slack  and  peak  demand),  since  he  concentrates  his 
attention  upon  the  problem  of  purchasing  and  charging  for  capac¬ 
ity.”  Had  he  separated  this  long-run  problem  from  the  short-run 
problem,  he  would  have  been  led  (I  believe)  to  the  correct  short-run 
solution  which  is  certainly  implicit  in  his  analysis. 

Somewhat  as  an  aside,  I  would  like  to  mention  that  the  usual 
engineer’s  or  “Hopkinson”  classification  of  costs  into  “commodity” 
costs  and  “capacity”  costs  (a  third  category  is  “customer”  costs, 
which  are  not  relevant  here)  has  been  rather  uncritically  accepted 
by  economists.  Such  a  classification  only  makes  sense  when  it  can 
be  assumed,  as  Steiner  does,  that  the  “commodity”  cost  per  unit  is 
constant  ( b  in  Figure  I),  because  in  that  case  a  charge  equal  to  mar¬ 
ginal  commodity  cost  will  also  equal  average  commodity  cost  and 
so  the  charge  will  recover  the  total  commodity  cost.  More  generally , 
there  will  be  a  U-shaped  curve,  and  a  charge  equal  to  marginal  com¬ 
modity  cost  may  either  exceed  or  fall  short  of  average  commodity 
cost.  It  will  shortly  be  seen  that  in  such  a  case  efficient  off-peak 
and  on-peak  pricing  for  the  commodity  or  service  makes  it  unneces¬ 
sary  to  “charge  for  capacity”  explicitly,  in  Steiner’s  terminology, 
or  to  “allocate  capacity  cost”  in  Davidson’s  language.  That  is,  appro¬ 
priate  (short-run)  marginal-cost  pricing  will  be  shown  to  lead  not 
only  to  optimal  short-run  outputs  but  to  the  optimal  level  of  capac¬ 
ity.6  It  is  true  in  practice,  however,  that  it  would  be  quite  impos¬ 
sible  to  institute  the  continuously  shifting  commodity  prices  which 
would  be  necessary  for  the  ideal  solution  as  demand  fluctuates  from 
moment  to  moment  —  our  assumption  here  of  a  single  peak  period 
and  a  single  slack  period  is,  of  course,  radically  oversimplified.  Given 

5.  “If  the  demand  curves  are  different  at  to,  the  prices  are  unequal  and 
since  this  is  truly  a  case  of  joint  costs,  unequal  prices  in  the  face  of  equal  outputs 
and  joint  costs  mean  discriminatory  prices.”  Steiner,  op.  cit.,  p.  590. 

6.  It  is  true,  however,  that  under  this  arrangement  total  revenues  may 
not  cover  total  cost  —  so  that,  while  the  capacity  is  optimal  under  the  proviso 
that  the  enterprise  must  stay  in  business,  the  question  of  whether  or  not  it  should 
be  closed  down  entirely  is  left  unanswered.  This  possible  conflict  between  the 
marginal  and  the  total  conditions  for  an  optimum  is  a  familiar  topic  in  welfare 
theory ;  the  present  paper  is  directed  solely  to. the  marginal  conditions. 
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this  assumption,  however,  correct  short-run  pricing  makes  capacity 
charges  as  such  unnecessary. 

My  first  difference  with  Steiner’s  argument,  then,  relates  to  his 
failure  to  separate  the  short-run  and  long-run  aspects  of  the  problem. 
The  reason  for  this  omission  turns  upon  the  cost  function  he  employed. 
Thus  his  marginal  cost  function  runs  at  the  level  b  until  capacity  is 
reached  and  jumps  to  b  +  /3  thereafter.  But  it  is  much  more  con¬ 
sistent  with  the  nature  of  the  production  alternatives  (and  with 
traditional  theory)  to  define  in  such  a  case  a  short-run  marginal  cost 
function  SRMC  turning  sharply  upward  from  the  level  b  at  the  exist¬ 
ing  capacity  point  (note  the  curves  SRMC  a  and  SRMCb  I  have 
drawn  in  Figure  I),  while  the  separable  and  joint  long-run  marginal 
cost  curves  are  horizontal  at  the  levels  b  +  13  and  2b  +  /3,  respec¬ 
tively.7  In  practice  one  would  expect  something  more  like  standard 


(joint) 

(separable) 


Short-Run  and  Long-Run  Solutions,  Traditional  (Continuous) 

Cost  Function 


curvature,  illustrated  in  Figure  II,8  but  the  discontinuous  presenta¬ 
tion  employed  by  Steiner  is  a  useful  abstraction  for  a  number  of 
problems.  The  analogy  between  the  accepted  representation  (Fig- 

7.  The  joint  long-run  marginal  cost  curve  refers  to  the  cost  per  combined 
unit  of  production  —  a  variable  cost  per  unit  of  b  is  then  incurred  for  each  of 
the  two  periods  in  addition  to  the  capacity  cost  per  unit  of  0.  The  separable 
LRMC  curve  indicates  the  cost  of  increasing  output  for  one  of  the  periods,  output 
for  the  other  period  being  held  constant  at  some  lower  level.  In  this  case  only  b 
per  unit  for  one  of  the  periods  is  incurred  in  addition  to  the  capacity  cost  per 
unit  of  0. 

8.  Westfield’s  electricity  study,  for  example,  shows  a  U-shaped  cost  curve 
of  traditional  shape.  See  F.  M.  Westfield,  Marginal  Analysis,  Multi-Plant 
Firms,  and  Business  Practice:  An  Example,  ’  this  Journal,  LXIX  (May,  1955), 
253-68. 
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ure  II)  and  the  idealized  case  Steiner  considers  (Figure  I)  should  be 
noted,  however.  (Figure  II  does  involve  certain  complications  which 
will  be  explained  later.) 

Under  the  interpretation  I  would  recommend,  the  following 
rules  would  achieve  an  equilibrium  at  a  welfare  optimum  for  the  cost 
functions  of  both  Figure  I  and  Figure  II:  (1)  Short-run:  for  both 
slack  and  peak  demand,  equate  short-run  marginal  cost  to  the  demand 
price.9  (2)  Long-run:  the  rule  here  is  somewhat  complex  because  of 
the  existence  of  two  classes  of  cases.  In  addition,  its  application  to 
the  continuous  cost  function  of  Figure  II  must  be  deferred.  The 
essential  principle,  however,  is  that  new  capacity  should  be  purchased 
until  the  relevant  long-run  marginal  cost  equals  the  relevant  vertical 
sum  of  the  demand  prices.  (After  establishment  of  the  optimal  capac¬ 
ity,  prices  should  be  set  as  in  the  short  run  —  that  is,  the  correct 
prices  are  the  SRMC  prices  along  the  SRMC  curve  associated  with 
the  optimal  capacity  level.)  The  relevant  LRMC  curve  will  be 
“LRMC  (joint)”  in  Steiner’s  “shifting-peak”  ease  —  that  is,  when 
the  demand  curves  are  such  that  no  single  period’s  demand  alone 
justifies  an  increase  of  capacity.  Diagrammatically,  this  means  that 
(as  in  Figure  I),  at  the  existing  capacity  point  the  level  of  D  for 
neither  period  alone  exceeds  b  +  /3  —  the  separable  long-run  mar¬ 
ginal  cost.  If  the  demand  price  Dx  for  a  single  period  alone  did 
exceed  b  -f-  /3,  an  increase  in  capacity  is  obviously  called  for,  and 
the  relevant  LRMC  for  comparison  with  Dx  is  “ LRMC  (separable),” 
or  b  +/3.  Where  this  condition  does  not  hold,  an  increase  in  capac¬ 
ity  may  still  be  indicated  if  the  demand  price  for  a  combined  increase 
of  output  (Di  +  Z)2)  exceeds  “LRMC  (joint)”  —  2b  +  / 8. 

Despite  the  awkwardness  of  the  verbal  exposition,  the  funda¬ 
mental  idea  is  fairly  simple  and  can  be  easily  generalized  to  more 

9.  In  the  discontinuous  case,  the  intersection  of  SRMC  with  the  slack 
demand  may,  and  with  the  peak  demand  must,  occur  in  the  vertical  branch  of 
the  curve.  In  Figure  I,  both  intersections  are  in  the  vertical  branch. 

There  are  two  types  of  short-run  solutions  possible:  the  case  illustrated 
in  ligure  I  (for  given  capacity  of  Qvi)  has  both  classes  of  customers  taking  the 
full  capacity,  while  the  other  possibility  would  be  a  Z)2  so  low  as  to  fall  below 
the  level  of  6  before  Qa  is  reached  —  this  latter  is  the  less  interesting  “firm-peak” 
case.  In  the  firm-peak  case,  the  efficient  price  would  be  b  for  the  slack  demand 
customers.  For  the  peak  demand  customers,  Steiner  agrees  with  Davidson  that 
the  price  b  - f-  /3  would  be  correct.  This  is  true  only  in  long-run  equilibrium,  how¬ 
ever.  In  the  short  run,  charging  6  +  (3  would  not  be  generally  correct.  Looking 
at  £>,  in  Figure  I  with  capacity  in  existence,  the  price  b  +  /3  would  lead  to 
only  LX  being  taken,  an  obviously  inefficient  result.  If  in  fact  Z>2  were  so  low 
as  to  fall  below  the  level  of  b  to  the  left  of  Qa,  it  would  be  true  that  the  capacity 
in  place  is  excessive  and  in  the  long  run  should  be  cut  back.  But  in  the  short  run 
the  efficient  solution  is  to  charge  the  price  QaP,  since  the  marginal  value  of 
service  is  greater  than  the  marginal  cost  up  to  Qa. 
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than  two  periods.  Borrowing  Steiner’s  language,  we  may  say  that 
more  capacity  should  be  provided  if  justified  by  the  demand  for  any 
single  period  alone  (i.e.,  if  any  D  exceeds  b  +  0)  or  justified  by  the 

n 

combined  demands  of  a  number  of  periods  (i.e.,  if  2  D{  exceeds 

i—  1 

nb  +  0,  where  the  n  periods  in  question  are  taken  to  be  those  for 
which  the  level  of  D  exceeds  b  at  the  existing  capacity  point). 

The  above  long-run  solution  is  simply  an  adaptation  of  Steiner’s 
—  it  is  the  interpretation  of  the  solution  in  terms  of  long-run  and 
short-run  marginal  costs  which  represents  the  only  difference  here. 
Thus,  I  would  describe  Steiner’s  “firm-peak”  case  as  the  case  for 
which  “LfiMC(separable)”  is  relevant;  since  demand  off-peak  is  so 
low  that  nothing  more  would  be  produced  off-peak  even  with  an 
increase  of  capacity,  the  appropriate  comparison  is  between  the  level 
of  the  peak  period’s  demand  curve  and  the  long-run  cost  of  produc¬ 
ing  more  on-peak  —  6+  0.  For  Steiner’s  “shifting-peak”  case, 
“LRMC  (joint)”  is  relevant;  since  more  will  be  produced  in  both 
periods  with  an  increase  of  capacity,  the  appropriate  comparison  is 
between  Di  +  D2  and  2b  +  0.  In  brief,  my  contention  is  that 
properly  looked  at,  outputs  and  prices  in  both  short-run  and  long-run 
equilibrium  are  based  upon  equating  the  relevant  demand  prices  to 
the  relevant  marginal  costs  —  and  hence  are  not  discriminatory. 

In  a  footnote  in  his  paper,  Steiner  states  his  disagreement  with 
this  interpretation.1  Rather  than  defend  my  position  directly,  which 
would  involve  showing  that  the  discontinuous  cost  function  under 
discussion  is  the  limiting  case  of  a  continuous  function  as  we  increas¬ 
ingly  kink  it  at  the  capacity  point  (compare  Figures  I  and  II)  I  would 
rather  turn  more  fundamentally  to  the  essential  meaning  of  dis¬ 
crimination.  In  the  same  footnote  Steiner  mentions  Professor  Cham¬ 
berlin’s  objection  that  the  on-peak  and  off-peak  services  represent 
different  commodities,  so  that  the  concept  of  discrimination  is  inap¬ 
propriate.  Steiner  comments,  however,  that  such  an  interpretation 
“virtually  annihilates  the  concept  of  discrimination.”  I  shall  try 
to  show  that  the  concept  of  discrimination  can  usefully  be  defined 
for  such  situations,  and  that  under  this  definition  Steiner’s  solution 
is  nondiscriminatory. 

The  following  idea,  I  maintain,  underlies  the  discrimination  con¬ 
cept  used  in  economic  theory:  discrimination  between  two  classes 
of  customers  exists  when  the  price  differences  charged  are  not  equal 
to  the  differences  between  the  cost  of  providing  the  marginal  unit 

1.  Steiner,  op.  cit.,  fn.  9,  p.  590. 
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to  customers  in  each  class,2  where  by  “cost”  we  ultimately  mean 
the  most  valuable  alternative  foregone.  In  the  usual  textbook 
example,  a  price  difference  exists  between  two  parts  of  an  artificially 
divided  market,  there  being  no  cost  differences  in  supplying  one 
market  or  the  other.  In  that  case  the  price  difference  is  discrimina¬ 
tory.  Suppose,  however,  that  there  is  a  cost  difference  between  the 
two  segments  of  the  market.  For  example,  let  the  commodity  be 
water,  supplied  to  one  class  of  customer  by  gravity  service,  but  to 
the  other  by  pumping.  In  this  case  price  equality  would  be  discrim¬ 
inatory;  nondiscriminatory  prices  would  involve  charging  the  latter 
category  for  the  marginal  pumping  cost,  in  addition  to  the  marginal 
commodity  cost  for  the  water.  So  mere  price  differences  do  not 
necessarily  constitute  discrimination,  nor  is  price  equality  necessarily 
nondiscriminatory . 

Turning  back  to  the  short-run  solution  at  the  capacity  point 
Qa,  we  see  that  there  is  a  price  difference:  QaP  is  greater  than  QaS. 
It  is  easy  to  slip  into  an  error  here,  however,  and  to  say  that  there  is 
no  cost  difference  between  serving  the  two  demands,  since  the  cost 
function  is  the  same  on-peak  and  off-peak.  It  is  true  that  the  cost 
function  for  serving  the  two  classes  is  the  same,  but  the  effective 
point  on  the  cost  function  differs.  The  discontinuity  in  the  cost 
function  as  idealized  in  Figure  I  makes  it  impossible  to  define  the 
short-run  marginal  cost  in  the  usual  cash-outlay  sense,  so  we  are 
forced  back  to  the  more  ultimate  opportunity-cost  formulation. 
What  is  the  opportunity  cost  of  serving  the  marginal  unit  to  some 
member  of  the  class  of  customers  represented  by  Dh  when  an  aggre¬ 
gate  amount  Qa  is  being  supplied  to  the  class  as  a  whole?  The 
opportunity  cost  is  the  most  valuable  alternative  foregone,  which 
in  this  case  is  the  failure  to  serve  some  other  customer  in  the  same 
class  willing  to  pay  infinitesimally  less  than  QaP  for  a  unit  of  service. 
Similarly,  for  the  class  represented  by  Z)2,  the  marginal  opportunity 
cost  is  QaS,  or  rather  this  amount  less  an  infinitesimal  epsilon.3  On 
this  interpretation,  the  short-run  solution  arrived  at  involves  price 
differences  equal  to  the  differences  in  the  marginal  opportunity  cost 

2.  Some  definitions  of  discrimination  are  based  upon  disproportions  between 
prices  and  marginal  costs  in  the  separated  markets,  as  opposed  to  the  concept 
used  here  of  an  inequality  between  price  differences  and  marginal  cost  differences. 
For  the  problem  under  discussion  in  this  paper  the  distinction  is  inoperative  since, 
it  is  contended  here,  the  efficient  prices  are  actually  equal  in  each  case  to  the 
relevant  marginal  cost.  Consequently,  the  prices  must  be  proportionate  to  the 
marginal  costs,  and  discrimination  does  not  exist  under  either  definition. 

3.  This  interpretation  of  marginal  cost  has  been  employed  in  W.  Vickrey, 
“Some  Objections  to  Marginal-Cost  Pricing,”  Journal  of  Political  Economy,  LVI 
(June,  1948),  218-38  (at  231). 


PEAK  LOADS  AND  EFFICIENT  PRICING 


459 


of  serving  the  two  classes,  and  thus  can  properly  be  said  to  be  non- 
discriminatory.  The  short-run  solution  at  QB,  which  happens  to  be 
the  equilibrium  or  long-run  solution,  can  be  similarly  analyzed. 

At  this  point  the  reader  may  perhaps  suspect  that  he  has  been 
the  victim  of  legerdemain.  Couldn’t  the  same  interpretation  be 
used  to  defeat  the  standard  textbook  example  of  price  discrimina¬ 
tion?  The  answer  is  no!  In  the  textbook  example,  the  market  is 
divided  artificially.  The  commodity  being  the  same,  at  the  profit- 
maximizing  solution  the  marginal  customers  in  each  class,  while 
paying  different  prices,  are  being  served  at  the  same  real  marginal 
opportunity  cost  —  the  value  of  the  first  unit  of  unsatisfied  demand 
in  the  higher-priced  market  is  the  most  valuable  alternative  fore¬ 
gone.  Therefore,  no  price  difference  is  justified  on  opportunity  cost 
grounds.  In  the  case  under  consideration,  the  market  division  is 
not  artificial  —  taking  a  unit  away  off-peak  does  not  make  it  pos¬ 
sible  to  supply  a  unit  on-peak,  so  the  higher  on-peak  value  is  not  the 
relevant  alternative  social  opportunity  for  the  off-peak  service,  In 
this  sense,  Chamberlin’s  objection  that  off-peak  and  on-peak  service 
are  not  the  same  commodity  pinpointed  the  source  of  error  in  Steiner’s 
conclusion  that  his  price  differences  are  discriminatory. 

Actually,  the  abstraction  of  the  discontinuous  cost  function  is 
what  is  causing  most  of  the  difficulty  here.  If  we  present  essentially 
the  same  picture  with  a  continuous  function,  as  in  Figure  II,  the 
standard  short-run  solution  is  to  set  the  demand  prices  equal  to 
SRMC  in  each  case  —  an  obviously  nondiscriminatory  outcome. 
The  advantage  of  the  discontinuous  representation  is  in  portraying 
the  long-run  solution,  by  permitting  us  simply  to  compare  the  verti¬ 
cal  sum  of  the  demand  prices  at  any  short-run  capacity  point  like 
Qa  with  the  level  of  LRMC.  In  the  continuous  representation,  we 
must  still  vertically  sum  the  demand  prices  for  the  long-run  solu¬ 
tion,  but  since  the  effective  short-run  prices  do  not  fall  on  a  single 
vertical  line,  we  cannot  make  use  of  the  curve  D\  +  D2  for  com¬ 
parison  with  the  level  of  LRMC.  But  the  principle  remains  the 
same.  In  each  case,  in  the  short  run  the  SRMC  for  each  class  of 
demand  is  set  equal  to  the  demand  price  for  the  class,  in  the  long 
run,  the  relevant  LRMC  is  to  be  compared  with  the  sum  of  the  effec¬ 
tive  demand  prices  (or,  equivalently,  with  the  sum  of  the  SRMC  s). 

4.  The  following  ia  an  explicit  discussion  of  the  solution  using  the  “tradi¬ 
tional”  continuous  cost  function  of  Figure  II.  In  principle,  the  same  two  classes 
of  cases  occur  as  in  the  Figure  I  solution  discussed  earlier,  but  only  the  solution 
for  the  more  interesting  “shifting-peak”  case,  for  which  “LRMC  (joint)”  is  the 
relevant  long-run  marginal  cost,  will  be  given  here.  In  the  short  rim,  suppose 
that  the  fixed  investment  is  such  as  to  dictate  the  short-run  marginal  cost  curve 
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The  danger  which  I  believe  Steiner  fell  into  lay  in  letting  the  graphi¬ 
cal  convenience  of  the  discontinuous  representation  lead  him  astray 
about  the  nondiscriminatory  nature  of  the  solution. 

A  word  is  perhaps  desirable  on  the  principle  of  charging  accord¬ 
ing  to  short-run  marginal  cost,  since  the  error  of  assuming  that  long- 
run  marginal  cost  is  the  appropriate  principle  is  all  too  common.5 
In  part  this  error  seems  to  be  due  to  an  association  of  “short-run” 
with  “short-sightedness”  —  failing  to  take  account  of  the  full  con¬ 
sequences  of  one’s  actions.  This  is  not  the  implication  of  short-run 
cost  in  economic  theory;  the  concept  takes  into  account  all  relevant 
costs,  but  under  the  assumption  that  one  or  more  factors  is  fixed. 
A  related  error  is  to  assume  that  since  SRM C  involves  only  variable 
costs,  while  LRMC  involves  both  variable  and  capital  costs,  the 
latter  must  be  greater.6  A  glance  at  Figure  II  will  show  that  LRMC 

SRMCa.  The  optimal  quantities  are  Qap  for  the  peak  demand  and  Qas  for 
the  slack  demand,  the  corresponding  prices  QapP'  and  QasS’  being  charged. 
The  purchase  of  another  unit  of  fixed  plant  can  most  simply  be  interpreted  as 
involving  a  displacement  of  SRMCa  to  the  right  by  exactly  the  amount  of 
“capacity”  purchased  (for  a  traditional  cost  function,  the  concept  of  “capacity” 
is  not  a  technological  datum  but  has  to  be  given  some  arbitrary  definition,  which 
need  not  concern  us).  The  SRMC  curves  have  purposely  been  drawn  with  an 
initial  horizontal  phase  at  the  level  of  c,  and  in  the  Figure  II  analysis  c  plays 
essentially  the  role  which  b  played  in  the  Figure  I  analysis.  Since  an  increase 
in  capacity  shifts  the  entire  SRMC  curve  to  the  right,  the  horizontal  phase  is 
stretched  by  the  same  amount— i.e.,  an  increase  in  capacity  permits  a  correspond¬ 
ing  increase  in  the  number  of  units  which  can  be  produced  at  a  unit  cost  of  c. 
Consequently,  “LRMC  (separable)”  is  at  the  level  c  +  /3,  and  “LRMC  (joint)” 
at  the  level  2c  +  0.  In  the  present  case,  the  equilibrium  level  of  capacity  gen¬ 
erates  the  short-run  curve  SRMCb,  and  the  sum  of  the  heights  of  the  demand 
prices  V'  and  T’  equals  2c  +  0.  In  the  long-run  solution  therefore,  the  sum  of 
the  demand  prices  (and  the  sum  of  the  short-run  marginal  costs  along  SRMCb) 
equals  the  relevant  long-run  marginal  cost  —  LRMC  ( joint).  (The  special 
assumption  about  the  shape  of  the  SRM C  curves  was  only  necessary  to  allow  a 
simple  graphical  presentation.) 

5.  Both  Davidson  and  Houthakker  seem  to  commit  this  error.  See  David¬ 
son,  op.  cit.,  p.  72,  and  H.  S.  Houthakker,  “Electricity  Tariffs  in  Theory  and 
Practice,”  Economic  Journal,  LXI  (March  1951),  1-25.  Westfield,  in  a  review 
of  Davidson’s  book,  indicated  that  charging  the  short-run  marginal  cost  was 
correct.  See  F.  Westfield,  Current  Economic  Comment,  XVIII  (Aug.  1956), 
55-57.  The  question  has  also  been  discussed  by  Lewis,  whose  position  is  not 
entirely  clear.  He  seems  to  indicate  that  prices  equal  to  short-run  marginal 
cost  are  efficient  in  the  theoretical  sense,  but  on  the  other  hand  he  favors  LRMC 
pricing  —  apparently  on  certain  practical  grounds.  See  W.  A.  Lewis,  Overhead 
Costs,  pp.  15-18. 

6.  Thus  Davidson  says  that  long-run  marginal  costs  must  be  covered  if 
firms  are  to  stay  in  business,  implying  that  covering  short-run  marginal  costs 
would  be  insufficient  (Davidson,  loc.  cit.).  Similarly,  Houthakker  comments 
that  existing  electricity  tariffs  in  Britain  may  not  only  be  lower  than  LRMC, 
but  may  even  be  lower  than  SRMC,  again  implying  that  SRMC  is  necessarily 
lower  (Houthakker,  op.  cit.,  p.  10). 


PEAK  LOADS  AND  EFFICIENT  PRICING 


461 


can  perfectly  well  be  less  than  SRMC —  the  reason  for  expanding 
capacity  is  precisely  the  fact  that  new  capital  costs  are  incurred  as  a 
cheaper  substitute  for  heavy  variable  costs  which  would  have  to  be 
incurred  if  increased  output  were  to  be  provided  without  an  increase 
in  the  fixed  factor  (“capacity”). 

Now  pricing  according  to  SRMC  is  appropriate  for  utilities 
because  essentially  all  the  contracts  are  of  an  extremely  short-run 
nature.  At  any  moment  of  time  the  utility  has  fixed  capacity,  and 
must  dispose  of  its  services  to  customers  who  can  cancel  out  their 
demands  instantly.  Consequently,  at  any  point  the  relevant  costs 
are  the  short-run  costs  of  meeting  such  demands.  The  utility,  if  it 
is  wise,  will  increase  capacity  as  long  as  LRMC  is  below  the  relevant 
SRMC,  so  that  in  long-run  equilibrium  it  will  be  the  case  that 
SRMC  =  LRMC  (in  the  peak  load  situation,  the  relevant  SRMC 
to  equate  with  LRMC  Is  the  sum  of  the  SRMC’s  incurred  for  those 
periods  for  which  an  expression  of  capacity  will  involve  an  increase 
of  output).  But  at  any  moment  of  time,  it  can  do  no  better  (in  a 
welfare  sense)  than  to  optimize  in  the  short  run  by  setting  SRMC 
equal  to  demand  price.7  Thus,  in  Figure  II  with  fixed  investment 
such  that  SRMC  a  Is  appropriate,  any  attempt  to  charge  the  price 
OL  equal  to  LRMC  will  obviously  be  inefficient. 

A  word  Is  perhaps  appropriate  on  the  question  of  recovery  of 
total  costs.  In  Steiner’s  analysis,  since  the  levels  of  b  and  /3  are  both 
constant,  the  long-run  equilibrium  prices  just  equal  the  total  costs, 
and  this  total  can  be  neatly  segregated  into  variable  and  capacity 
costs.  If  we  now'  retain  all  the  other  assumptions,  but  assume  that 
)S  declines  as  a  straight-line  function  of  q,  we  see  that  the  average 
capacity  cost  exceeds  the  marginal  capacity  cost.  In  this  case,  the 
equilibrium  marginal  conditions  w'ill  fail  to  recover  the  total  capac¬ 
ity  cost.  For  other  cases,  the  optimal  “capacity”  charges  may  exceed 
the  capacity  cost.  Correspondingly,  if  we  hold  /3  constant  but 
depart  from  the  assumption  that  b  is  a  horizontal  straight  line,  the 
optimal  “commodity”  charges  may  exceed  or  fall  short  of  the  com- 

7.  Another  reason  given  for  basing  charges  on  LRMC  is  the  fact  that 
planning  must  be  done  well  in  advance  (Davidson,  loc.  at.).  That  LRMC  is 
relevant  for  planning  is  indubitable,  but  this  is  planning  for  capacity.  The 
matter  of  pricing  is  equivalent  to  planning  for  current  output,  which  is  a  short- 
run  problem.  Another  practical  consideration  is  that  regulatory  commissions 
are  unlikely  to  permit  the  continuous  price  variation  necessary  to  achieve  con¬ 
tinuous  short-run  optimization,  but  this  does  not  affect  the  theoretical  solution. 
Even  as  a  practical  matter,  it  is  not  completely  impossible  that  practice  of  regu¬ 
latory  agencies  (or  of  pricing  administrators  for  government-owned  utilities) 
might  be  affected  by  a  demonstration  of  the  relevance  of  SRMC  for  efficient 
pricing. 
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modity  costs.  It  is  clear  that  any  pricing  principle  based  upon 
allocating  or  recovering  total  commodity  or  total  capacity  costs  will 
not,  except  in  special  cases,  be  consistent  with  efficient  prices  in 

terms  of  the  marginal  conditions. 

The  whole  controversy  may  be  briefly  summarized.  Davidson, 
opposing  discrimination  and  favoring  the  principle  of  pricing  accord¬ 
ing  to  long-run  marginal  cost,  ran  aground  on  the  peak  load  problem, 
where  pricing  on  the  LRM  C  principle  leads  to  obviously  wrong 
answers.  Steiner,  while  providing  the  correct  long-run  solution,  used 
a  peculiar  extreme  idealization  of  the  cost  function  which  led  him 
to  infer  that  his  solution  involved  discriminatory  prices.  I  have 
shown,  I  believe,  that  using  the  us\ial  cost  function  of  economic 
theory,  or  with  a  deeper  opportunity-cost  interpretation  of  Steiner’s 
cost  function,  we  are  led  naturally  to  the  short-run  solution  as  well 
as  to  Steiner’s  long-run  solution.  The  conclusion  is  that  efficient 
utility  pricing  at  any  point  in  time  should  be  based  upon  short-run 
marginal  cost.  A  long-run  welfare  optimum  involves,  in  addition, 
purchasing  new  capacity  so  long  as  the  relevant  LRMC  is  less  than 
the  sum  of  the  SRMC’s  for  the  “effective”  periods  in  the  peak  load 
case,  or  is  simply  less  than  the  SRMC  if  there  were  no  peak  load 
problem.  (By  “effective”  periods  we  mean  those  for  which  the 
demand  prices  are  sufficiently  high  so  that  an  expansion  of  capacity 
will  entail  some  increase  in  output.)  In  long-run  equilibrium  for 
the  peak  load  case,  then,  the  efficient  prices  remain  equal  to  the 
respective  SRMC’s,  and  their  sum  for  the  effective  periods  equals 
the  relevant  LRMC.  Prices  so  based  do  not  correspond  with  the 
fundamental  idea  underlying  the  concept  of  discrimination  in  eco¬ 
nomic  theory,  since  the  price  differences  all  represent  differences  in 
the  relevant  social  marginal  costs  of  service  —  the  only  proviso  being 
that  marginal  cost  is  to  be  interpreted  in  the  opportunity-cost  sense 
wherever  a  discontinuity  in  the  cost  function  makes  the  usual  cash- 
outlay  marginal  cost  indeterminate. 


FURTHER  COMMENT 


By  H.  S.  Houthakker* 

In  a  recent  article  Professor  Peter  O.  Steiner1  has  criticized  the 
solution  for  the  peak  load  problem  in  electric  power  supply  which  I 
proposed  in  1951. 2  He  maintains  that  an  optimal  solution  should 
involve  different  prices  for  equal  outputs,  whereas  my  proposal 
implies  equal  prices  for  different  outputs.  Thus  in  his  example  on 
page  594  my  solution  leads  to  equal  prices  for  the  actual  peak  period 
1  and  the  potential  peak  period  2,  a  lower  price  being  charged  for 
the  off-peak  period  3,  even  though  the  use  of  capacity  will  then  be 
less  in  period  2  than  in  period  3.  Under  his  own  solution  prices 
would  be  such  that  the  capacity  used  is  the  same  in  periods  1  and  2, 
which  can  in  general  be  achieved  only  by  having  different  prices  in 
those  periods,  with  a  further  different  price  in  period  3. 

It  appears  that  Steiner  has  overlooked  a  constraint  under  which 
my  solution  was  derived,  namely  that  only  two  different  prices  are 
charged.  Under  that  condition  it  is  clear  that  the  price  must  be  the 
same  for  the  actual  and  potential  peak  periods,  for  if  period  2  were 
charged  the  same  low  price  as  period  3,  demand  in  period  2  would 
exceed  demand  in  period  1,  and  period  2  would  become  the  actual 
peak  period. 

The  reason  why  I  introduced  this  constraint  on  the  number  of 
different  prices  was  that  it  is  costly  to  discriminate  according  to  the 
time  of  consumption.  Such  discrimination  requires  special  measur¬ 
ing  devices,  which  are  the  more  expensive  the  more  different  prices 
that  can  be  charged.  Accordingly  my  solution  was  intended  mainly 
to  determine  the  extent  of  the  time  interval  to  which  each  of  the  two 
prices  applies,  as  well  as  the  levels  of  those  prices.  I  still  think  that, 
viewed  in  this  light,  my  solution  is  correct  and  more  realistic  than 
Steiner’s,  which  neglects  the  cost  of  discrimination. 

The  point  is  important  for  two  reasons.  In  the  first  place  the 
multiplicity  of  rate  systems  proposed  by  engineers  during  the  last 
sixty  years  is  not  merely  the  result  of  confusion  as  regards  the  eco¬ 
nomics  of  the  problem.  It  also  reflects  the  fact  that  only  a  limited 

*  Stanford  University  _  ,  T  ,,T  10.„s 

1.  “Peak  Loads  and  Efficient  Pricing,”  this  Journal,  LXXI  (Nov.  1957), 

585  62°'„Ejectricity  Tariffs  in  Theory  and  Practice,”  Economic  Journal,  LXI 
(1951),  1-25. 
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class  of  tariff  types  can  be  put  into  practice  without  prohibitive 
customer  costs.  Thus  electric  power  companies  have  usually  con¬ 
sidered  it  impossible  to  base  charges  on  the  complete  load  curve  of 
a  consumer,  since  measurement  of  that  curve  would  be  too  expensive. 
They  have  accordingly  been  content  to  divide  customers  into  indus¬ 
trial,  residential,  commercial,  etc.,  under  the  assumption  that  this 
classification  will  to  some  extent  characterize  their  demand  over 
time.  One  purpose  of  my  1951  paper  was  to  argue  that  a  more 
accurate  solution,  involving  discrimination  according  to  time  of  con¬ 
sumption,  was  feasible  despite  the  cost  of  special  meters. 

The  second  aspect  is  of  more  general  importance.  Much  of  the 
sterility  of  modern  welfare  economics  can  be  attributed  to  the  neglect 
of  institutional  and  technological  constraints  which  in  reality  make 
the  range  of  possible  solutions  much  narrower  than  those  theories 
would  have  us  believe.  If  almost  everything  is  possible,  it  is  not 
surprising  that  there  can  be  no  consensus  as  to  which  arrangements 
are  optimal.  A  large  part  of  contemporary  welfare  economics  con¬ 
sists  of  ponderous  proofs  of  the  impossibility  of  such  a  consensus. 
When  it  is  recognized  that  there  are  additional  constraints  the  whole 
problem  becomes  much  more  determinate  and  the  scope  for  individ¬ 
ual  idiosyncrasies  is  reduced.  If  welfare  economics  is  ever  to  be  of 
assistance  to  economic  policy,  it  will  have  to  pay  more  attention  to 
such  constraints.  It  is  a  step  backwards  if  realistic  solutions  are 
condemned  because  they  do  not  agree  with  the  unduly  general  cri¬ 
teria  of  abstract  theory. 


REPLY 

By  Peter  0.  Steiner* 

Professor  Houthakker’s  1951  paper  made  a  major  contribution 
to  our  understanding  of  the  peak  load  problem  in  electricity  supply 
by  showing  that  a  two-rate  time-of-day  tariff  produced  a  better  use 
of  resources  than  a  tariff  based  upon  a  single  daily  rate,  albeit  at 
some  increase  in  customer  costs.  Whether  introduction  of  the  time 
of  day  tariff  is  justified  depends  upon  whether  the  gains  exceed  the 
added  costs.  He  decided  that  they  probably  would. 

Whether  three  rates  would  be  better  than  two  involves  precisely 
the  same  sort  of  comparison.  I  attempted  to  show  that,  under  certain 
circumstances,  the  optimal  number  of  rates  might  be  greater  than  two. 
Houthakker  does  not  consider  anything  beyond  a  two-rate  system 
because  (1)  “The  introduction  of  further  rates  yields  rapidly  diminish¬ 
ing  returns  while  consumer  costs  increase  accordingly,”  and  (2)  for  the 
separation  of  energy  and  capacity  costs  “two  rates  appear  sufficient.”1 

The  first  reason  is  an  assertion  about  what  is  clearly  an  empirical 
matter.  Rapidly  diminishing  benefits  are  a  priori  neither  necessary 
nor  obvious,  either  in  electricity  supply  or  in  a  number  of  other  fields 
with  peak  load  problems.  On  the  cost  side,  with  respect  to  electricity, 
the  major  equipment  cost  appears  to  be  in  identifying  a  number  of 
periods  in  the  day.  Indeed  one  of  the  devices  Houthakker  suggests, 
the  clock-meter,  would  appear  to  have  diminishing  marginal  costs  per 
period  identified  after  the  second.  In  any  case  it  is  not  apparent  that 
the  four  period,  two-rate  scheme  suggested  by  Houthakker  would 
have  much  cost  advantage  over  (say)  a  three-rate  scheme  for  the 
same  four  periods.  But  I  do  not  propose  to  prejudge  the  empirical 
question  in  electricity  or  elsewhere.  To  identify  the  nature  and 
number  of  rates  required  for  optimal  resource  use  seems  worthwhile 
in  order  that  the  marginal  benefits  and  costs  may  be  compared. 

The  second  reason  given  is,  in  general,  either  trivial  or  wrong. 
Houthakker’s  two  rates  are  not  in  general  sufficient  to  secure  an 
optimal  amount  of  capacity  or  optimal  use  of  that  capacity,  as  I  have 
shown.  That  two  rates  are  both  necessary  and  sufficient  to  secure 
some  distinction  between  energy  and  capacity  costs  is  hardly  surpris¬ 
ing.  It  is  not  even  clear  that  his  suggested  rates  are  the  two  best  rates. 

Consider  the  accompanying  figure  (similar  to  my  earlier  Figure 
II),  which  is  constructed  so  that  pix2  =  P2X1  and  thus  Houthakker  s 

*University  of  Wisconsin. 

1.  Houthakker,  op.  cit.,  17. 
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two  rates  lead  to  the  optimal  total  capacity.  He  would  charge  Pi  in 
periods  1  and  2  and  P3  in  period  3,  with  quantities  xh  x2,  and  x3 
respectively.  The  nonoptimality  of  this  scheme  lies  in  its  under¬ 
utilization  of  the  existing  capacity  in  period  2.  In  what  sense  is 


this  scheme  superior  to  the  following  two  rate  scheme:  Charge  Pi 
in  period  1  and  P2  in  periods  2  and  3?  The  latter,  as  drawn,  gener¬ 
ates  more  revenue,  causes  heavier  use  of  the  same  capacity  (since 
xi  —  x2  >  x3  —  £4),  and  incidentally  is  accompanied  by  more  con¬ 
sumers’  surplus.  It  does  to  be  sure  provide  revenues  in  excess  of 
cost  by  soaking  the  period  3  users,  but  we  are  constrained  by  the 
two  price  limit  not  to  lower  the  cost  to  these  users  to  P3.  If  the 
excess  revenue  is  regarded  as  undesirable  we  can,  of  course,  lower 
slightly  both  Pi  and  P2  and  substitute  socially  unjustified  capacity 
for  the  excess  revenue.  But  is  either  of  these  worse  than  the  under¬ 
utilization  of  capacity  of  Houthakker’s  scheme?2 

2.  In  other  words  we  pay  a  price  for  the  limitation  to  two  prices.  The 
Houthakker  prices  are  best  only  if  we  assume  some  additional  constraints, e. g. :  (1) 
the  lower  rate  be  equal  to  operating  costs,  and  (2)  given  constant  costs,  we  pre¬ 
cisely  recover  total  costs.  I  know  of  no  technological  or  institutional  restraints 
which  make  these  particular  assumptions  compelling.  As  Hirshleifer  shows  above 
total  cost  recovery  is  due  to  the  assumed  constancy  of  costs  and  is  not  an  inherent 
feature  of  any  of  the  pricing  schemes  under  discussion. 
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Finally  let  me  note  that  while  I  did  criticize  Houthakker’s  solu¬ 
tion  I  did  not  condemn  it.  It  represented  both  theoretically  and 
practically  an  important  step  forward.  But  to  be  blinded  by  particu¬ 
lar  assumptions  as  to  what  is  or  is  not  technologically  or  institution¬ 
ally  feasible  seems  unfortunate  not  only  because  it  prejudges  factual 
matters3  but  also  because  both  technology  and  institutions  do  vary 
and  change,  and  it  is  perhaps  worth  knowing  the  opportunities  fore¬ 
gone  because  of  a  particular  (perhaps  incorrect,  perhaps  remediable) 
constraint. 

Professor  Hirshleifer’s  paper  represents  a  notable  addition  to  the 
discussion.  I  agree  with  most  of  it  and  appreciate  his  explicit  dis¬ 
cussion  of  the  short-run  optimal  solution  and  his  discussion  of  the 
limiting  assumptions  required  in  order  that  “efficient”  pricing  lead 
to  recovery  of  total  costs. 

We  differ,  first,  as  to  whether  discontinuous  marginal  costs  are 
an  idealized  situation  adopted  for  graphic  convenience  (his  view)  or 
whether  they  are,  for  the  planning  problem  I  addressed  a  fundamental 
(and  by  the  way  mathematically  inconvenient)  consequence  of  the 
appropriate  total  cost  function.  My  view  was  expressed  briefly  in 
the  original  paper  (footnote  9,  p.  590)  and  I  shall  not  pursue  it  further. 

The  second  difference  concerns  whether  the  optimal  solution 
(about  which  we  agree)  is  discriminatory.  Since  this  issue  does  not 
affect  the  solution  it  would  be  both  painless  and  gracious  to  accept 
Hirshleifer’s  definition  of  discrimination  and  to  concede  that  the 
optimal  solution  is  nondiscriminatory.  His  is  a  sophisticated  defini¬ 
tion  and  an  intriguing  one.  It  may  even  be  right. 

I  confess  to  some  reservations.  Marginal  cost,  Hirshleifer  argues, 
should  be  interpreted  as  opportunity  cost,  the  most  valuable  foregone 
alternative,  including  opportunities  foregone  in  the  same  market. 
Under  this  interpretation  it  seems  to  me  that  (1)  it  is  generally  impos¬ 
sible  to  define  marginal  cost  for  a  product  independent  of  the  demand 
function  for  that  product,  and  (2)  profit-maximizing  marginal  cost  is 
in  general  always  equal  to  (less  only  an  epsilon)  or  above  price.4 *  Has 
this  definition  saved  the  concept  of  price  discrimination  by  annihilat¬ 
ing  the  concept  of  marginal  cost?6 

3.  Indeed  it  seems  to  me  that  it  is  the  multiplicity  of  possible  judgments 
as  to  what  is  feasible  rather  than  the  absence  of  such  judgments  that  most  often 
oroduces  a  multiplicity  of  solutions  and  a  lack  of  consensus. 

4.  It  is  above  price,  for  example,  in  the  lower  priced  market  if  we  have 
the  “textbook”  type  of  price  discrimination  that  Hirshleifer  cites. 

5  In  what  I  suppose  to  be  the  usual  view,  marginal  cost  is  the  derivative 
of  a  total  cost  function  where  costs  reflect  not  cash  outlays  but  the  opportunity 

costs  of  the  factors  used.  Often,  if  not  always  these  opportunity  costs  are  reflected 
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Both  issues  between  us,  then,  rest  upon  the  correct  interpretation 
of  marginal  cost,  and  thus  ultimately  upon  the  nature  of  the  total 
cost  function.  My  long-run  cost  function, 

Total  cost  =  b  2  +  /9  max  (x.) 

x  i 

is  perhaps  too  simple  in  many  ways  (e.g.,  in  assuming  b  and  /3  to  be 
constants  rather  than  functions  of  output)  but  at  least  it  is  explicit. 
We  might  readily  settle  our  differences  if  Hirshleifer  would  make  his 
total  cost  function  explicit. 

in  factor  prices,  actual  or  imputed.  By  excluding  from  opportunity  cost  the 
unsatisfied  demand  for  the  product  it  is  possible  to  define  the  cost  function  inde¬ 
pendently  of  the  demand  function  and  I  for  one  have  found  it  convenient  not 
only  to  describe  maximizing  behavior  in  terms  of  marginal  conditions  (e.g.,  mar¬ 
ginal  revenue  =  marginal  cost)  but  also  to  make  something  of  such  things  as  the 
divergence  of  price  and  marginal  cost.  If  we  adopt  the  notion  that  marginal  cost 
is  never  less  (for  a  continuous  demand  curve)  than  price  (minus  epsilon)  much 
is  lost. 

But  even  if  we  follow  Hirshleifer  and  let  the  demand  of  the  marginally 
unsatisfied  customer  be  included  in  the  opportunity  cost,  I  am  uncertain  why 
the  appropriate  marginal  opportunity  cost  is  not  the  change  in  total  revenue  of 
a  shift  to  the  next  most  valuable  customer.  This,  of  course,  would  correspond  to 
marginal  revenue,  rather  than  price,  and  would  leave  the  issue  of  the  presence 
or  absence  of  discrimination  dependent  upon  the  elasticities  of  demand  in  the 
'  two  periods 


INVESTMENT  CRITERIA  AND  CAPITAL  INTENSITY 

ONCE  AGAIN 

By  Albert  0.  Hirschman  and  Gerald  Sirkin* 

We  hesitate  to  add  more  pages  to  the  discussion  of  the  article 
on  investment  criteria  by  Galenson  and  Leibenstein.1  But  we  feel 
that  the  basic  point  which  in  the  original  article  was  either  in  error 
or  obscure  has  not  been  clarified  and  that,  as  a  consequence,  the  real 
contribution  which  it  contained  has  not  yet  been  brought  out. 

1.  One  method  of  allocating  investment  is  to  choose  the  invest¬ 
ment  pattern  that  would  be  selected  by  the  market  mechanism. 
Alternative  investment  criteria  would  presumably  produce  an  alloca¬ 
tion  different  from  that  chosen  by  the  market.  Galenson  and  Leiben¬ 
stein  have  proposed  a  “reinvestment”  criterion:  investment  should 
be  allocated  so  as  to  maximize  future  levels  of  saving  and,  thereby, 
future  levels  of  investment. 

2.  In  the  Galenson-Leibenstein  model,  output  is  divided  between 
wages  and  profits.  Wages  are  entirely  consumed  and.  profits  are  all 
saved.2  In  such  circumstances,  saving  would  obviously  be  maximized 
by  maximizing  profits.  But,  as  we  all  know,  the  market  itself  maxi¬ 
mizes  profits.  Therefore,  no  case  is  made  for  interfering  with  the 
market  mechanism  and  the  reinvestment  criterion  is  superfluous  as 
long  as  we  assume  that  profits  are  entirely  reinvested.  On  this  assump¬ 
tion,  a  planning  agency  would  reduce  profits  and,  hence,  reinvestment 
if  it  were  to  favor  projects  and  techniques  that  are  more  capital- 
intensive  than  those  that  would  be  selected  by  the  market. 

3.  To  establish  reinvestment  as  an  independent  criterion,  we 
must  discard  the  assumption  that  all  profits  are  reinvested.  It  is  a 

*  Yale  University 

1.  Cf.  W.  Galenson  and  H.  Leibenstein,  “Investment  Criteria,  Productivity 
and  Economic  Development,”  this  Journal,  LXIX  (Aug.  1955),  343—70  and  dis¬ 
cussion  by  H.  Neisser,  J.  Moes,  H.  H.  Villard,  and  the  original  authors  in  the 
issues  of  November  1956,  February  1957,  and  August  1957.  The  articles  by  O. 
Eckstein  and  A.  K.  Sen  in  the  February  and  November  1957  issues  of  this  Journal 
also  deal  with  related  problems. 

2.  The  assumption  that  all  profits  are  reinvested  appears  in  the  “model”  of 
the  original  article  (pp.  357  and  359).  In  private  correspondence,  Leibenstein  has 
commented  to  us  that  there  was  no  intention  to  establish  a  firm  connection  be¬ 
tween  this  assumption  and  the  reinvestment  criterion.  Indeed,  in  their  reply  to 
Moes  (p.  473),  Galenson  and  Leibenstein  give  an  example  in  which  the  assumption 
is  discarded.  It  is  the  purpose  of  our  note  to  show  that  (1)  the  assumption  must 
be  given  up  if  the  reinvestment  criterion  is  to  have  an  independent  existence,  and 
(2)  precisely  by  giving  it  up  one  can  rebuild  the  argument  in  favor  of  capital 
intensity  in  such  a  manner  that  it  gains  in  solidity  what  it  loses  in  sweep. 
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particularly  unrealistic  one  for  underdeveloped  countries  where  milk¬ 
ing”  of  enterprises  is  frequently  the  rule  and  “ploughing  back  the 
exception.  If  entrepeneurs  consume  and  if  some  types  of  entre¬ 
preneurs  have  higher  propensities  to  consume  than  others,  then 
reinvestment  may  become  a  genuine  criterion,  leading  to  choices 
different  from  those  resulting  from  the  market  mechanism.  For  then 
a  project  A,  while  less  profitable  than  a  project  B,  may  yield  more 
saving,  provided  only  the  owners  of  A  save  more  out  of  their  (smaller) 
profits  than  the  more  affluent,  but  also  more  profligate,  owners  of  B. 
In  this  case,  the  reinvestment  criterion  would  choose  A  while  the 
market  would  choose  investment  in  B. 

4.  Whether  reliance  on  the  reinvestment  criterion  rather  than 
on  the  market  would  lead  to  more  capital-intensive  investment  is 
now  seen  to  depend  on  whether  capital-intensive  capitalists  as  a 
group  have  a  higher  propensity  to  save  than  other  types  of  property 
owners.  In  general,  a  plausible  case  can  be  made  for  the  presump¬ 
tion  that  they  do.  The  threat  of  obsolescence  and  the  attractive¬ 
ness  of  new  and  better  machines  make  the  capitalists  with  expensive 
machinery  more  accumulation-minded  than  entrepreneurs  with  rela¬ 
tively  little  capital  input.  Much  has  been  written  about  the  differ¬ 
ence  in  this  respect  between  landlords  and  industrialists.  But  it  is 
perhaps  more  justified  to  distinguish  between  all  capital-intensive 
property  owners  on  the  one  hand  and  all  labor-  or  land-intensive 
property  owners  on  the  other.  There  is,  for  instance,  evidence  that 
the  land-intensive  hacienda  owner  is  far  less  of  a  saver  than  the 
modern  capital-intensive  plantation  owner.3  The  way  in  which  capi¬ 
tal  intensity  induces  the  ploughing  back  of  profits  has  much  in  com¬ 
mon  with  the  manner  in  which  certain  types  of  modern  technology 
make  for  efficient  management,  better  co-ordination  of  tasks,  and 
higher  labor  productivity.4 

5.  The  emphasis  on  reinvestment  can,  therefore,  yield  an  argu¬ 
ment  for  investment  in  more  capital-intensive  industries  than  would 
be  indicated  by  a  pure  market  calculation.  The  weight  that  should 
be  given  to  the  argument  is  a  matter  for  empirical  investigation  in 
each  situation  and  country.  If  the  propensity  to  save  out  of  profits 
is  at  all  a  function  of  the  degree  of  capital  intensity,  it  is  likely  to  be 
a  step  function  rather  than  a  continuously  increasing  one.  There¬ 
fore,  the  influence  of  the  reinvestment  consideration  will  probably 

3.  E.  R.  Wolf  and  S.  W.  Mintz,  “Haciendas  and  Plantations  in  Middle 
America  and  the  Antilles,”  Social  and  Economic  Studies,  VI  (Sept.  1957),  380-412. 

4.  A.  O.  Hirschman,  “Investment  Policies  and  ‘Dualism’  in  Underdeveloped 
Countries,”  American  Economic  Review,  XLVII  (Sept.  1957),  563  ff. 
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be  more  pertinent  to  the  choice  among  industries  with  widely  differ¬ 
ing  capital  intensities  than  to  the  choice  between  more  or  less  capi¬ 
tal-intensive  techniques  within  an  industry. 

6 .  The  implications  of  the  Galenson-Leibenstein  thesis  f  or  another 
investment  criterion,  social  marginal  productivity,  are  also  worth 
noting.  In  many  underdeveloped  countries,  the  actual  wage  rate 
paid  in  industry  exceeds  the  marginal  productivity  of  labor  in  agriculture 
or  services.  In  such  cases  the  SMP  criterion  would  involve  assigning 
to  labor  a  “shadow”  or  “accounting”  wage  rate  lower  than  the  pre¬ 
vailing  rate.  The  effect  of  using  such  accounting  wage  rates  as 
guides  to  allocation  would  be  to  make  investments  more  labor-inten¬ 
sive  and  total  output  greater  than  they  would  be  if  market  wage 
rates  were  used;  but  total  profits  would  be  smaller  since  hiring  deci¬ 
sions  would  have  been  made  on  the  basis  of  wage  rates  different  from 
those  which  firms  must  actually  pay.  It  follows  that,  if  reinvest¬ 
ment  is  maximized  by  maximizing  profits,  the  reinvestment  criterion 
in  effect  re-enthrones  market  prices  as  the  best  guides  for  invest¬ 
ment  decisions,  even  in  cases  where  these  prices  do  not  correctly 
reflect  social  costs. 


THE  ROCKEFELLER  REPORT:  IMPLICATIONS 
FOR  FISCAL  AND  MONETARY  POLICY 

By  Arthur  Smithies* 

The  “Rockefeller  Report”1  on  the  United  States  economy  is  an 
important  document  from  the  point  of  view  of  both  content  and 
method.  I  shall  not  dwell  on  the  fact  that  a  group  sponsored  by  the 
Rockefeller  brothers  and  consisting  of  members  who  are  not  inclined 
to  exaggerate  the  role  of  government,  have  produced  forthright  esti¬ 
mates  of  rapidly  expanding  government  requirements  for  defense 
and  nondefense  purposes  over  the  next  decade.  My  concern  here  is 
with  the  implications  of  the  Report  for  the  methods  to  be  used  in 
determining  fiscal  and  monetary  policy. 

The  feature  of  the  Report  that  deserves  special  attention  is  the 
use  of  a  ten  year  projection  of  the  expenditure  requirements  of  all 
levels  of  government  as  the  starting  point  for  the  determination  of 
current  policy.2  This  is  in  sharp  contrast  to  traditional  practice. 
The  federal  budget  has  rarely  been  projected  for  more  than  one  year 
in  advance,  and  the  Employment  Act  of  1946  is  more  concerned 
with  employment  and  purchasing  power  in  the  immediate  future 
than  with  the  longer  run. 

The  Report  estimates,  on  the  basis  of  studies  by  other  Rocke¬ 
feller  panels,  that  over  the  decade  total  government  expenditures 
should  rise  from  a  level  of  $114  billion  in  1957  to  a  “low”  figure  of 
$171  billion  in  1967,  or  to  a  “high”  figure  of  $203  billion.  For  the 
purpose  of  illustrating  the  method,  I  shall  use  the  mean  figure  of  $187 
billion.  The  corresponding  figures  for  government  expenditures  on 
goods  and  services  are  $86  billion  in  1957  and  $140  billion  in  1967. 

The  Report  next  considers  private  consumption.  It  assumes, 
in  effect,  that  a  viable  policy  requires  that  consumption  provision 
must  be  made  not  only  for  a  rising  population,  but  for  expectations 
of  higher  living  standards.  In  recent  years  per  capita  consumption 
has  grown  at  2  per  cent  a  year.  If  that  trend  is  to  be  continued  for 

*  Harvard  University. 

1.  The  Challenge  to  America:  Its  Economic  and  Social  Aspects  (New  York 
1958). 

2.  The  Report  owes  much  to  the  pioneer  work  of  Gerhard  Colm,  and  par¬ 
ticularly  to  his  The  American  Economy  in  1960  (written  in  1952).  But  the  empha¬ 
sis  is  different.  Whereas  Colm’s  work  is  concerned  principally  with  alternative 
methods  of  maintaining  full  employment,  the  Rockefeller  Report  addresses  itself 
to  the  attainment  of  specific  goals  with  respect  to  government  expenditure  pro¬ 
grams  and  consumption  under  conditions  of  full  use  of  productive  capacity. 
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the  next  decade,  consumption  should  increase  from  $281  billion  in 
1957  to  about  $400  billion  in  1967. 

Thus  government  goods  and  services  and  private  consumption 
together  should  increase  from  $367  billion  to  $540  billion.  For  the 
sake  of  simplicity,  let  us  assume  that  these  figures  are  points  on  an 
exponential  growth  curve.  In  that  event  the  two  items  together 
must  grow  at  an  annual  rate  of  about  4  per  cent  a  year. 

Assuming  that  the  economy  does  not  run  into  labor  shortages 
(or  chronic  unemployment),  the  problem  then  is  to  ensure  that  capi¬ 
tal  formation  will  be  sufficient  to  attain  the  4  per  cent  rate.  Policy 
must  be  designed  to  achieve  both  the  required  gross  saving  rate  and 
the  required  inducement  to  invest. 

First,  with  respect  to  the  saving  ratio:  the  record  of  the  past 
indicates  that  a  3  per  cent  growth  rate  of  GNP  has  been  associated 
with  a  15  per  cent  gross  saving  ratio.  This  implies  a  marginal  gross 
capital-output  ratio  of  5. 3  To  achieve  a  4  per  cent  growth  rate,  a 
20  per  cent  gross  saving  ratio  is  therefore  needed.  Long-run  policy 
must  therefore  increase  the  saving  ratio  from  the  present  15  per  cent 
to  20  per  cent.  This  could  be  done  by  additional  general  taxation. 

But,  at  the  same  time,  the  inducement  to  invest  must  be  strength¬ 
ened,  so  that  businesses  have  an  incentive  to  invest  20  per  cent  of 
the  GNP.  Hence  the  general  tax  increases  designed  to  increase  sav¬ 
ing  (private  plus  government)  must  be  tempered  with  special  invest¬ 
ment  incentives  such  as  relief  from  profits  taxation  and  allowance  of 
accelerated  amortization,  or  by  an  easier  credit  policy.  This  is  the 
course  of  action  the  Report  recommends. 

But  other  alternatives  may  be  available.  First,  a  basis  now 
exists  for  reviewing  the  government  estimates  in  the  light  of  their 
economic  implications.  The  government,  rightly  or  wrongly,  may 
decide  that  some  of  the  proposed  programs  are  not  worth  the  effort 
involved  in  accelerating  the  rate  of  growth. 

Second,  the  consumption  target  should  be  reconsidered.  A  1 
per  cent  growth  rate  may  be  sufficient  to  satisfy  rising  expectations; 
and  in  that  case  the  economy  could  continue  on  its  present  course. 
Or  improvement  in  living  standards  may  be  consistent  with  more 
economical  use  of  durables.  For  instance,  special  excise  taxes  or 
consumer  credit  controls  could  be  used  to  induce  the  public  to  use 
their  durables  for  a  longer  part  of  their  useful  life. 

3  This  gross  concept  must  not  be  confused  with  the  net  ratio  which  is,  of 
course,  much  lower.  The  use  of  the  gross  ratio  is  obviously  a  crude  first  approxi¬ 
mation  since  it  assumes  implicitly  that  depreciation  and  obsolescence  of  existing 
equipment  is  uniquely  related  to  the  desired  increase  in  capacity. 
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With  respect  to  short-run  policy,  the  Report  proposes  that  taxes 
be  reduced  to  relieve  the  present  recession  and  be  subsequently 
increased  along  the  lines  required  by  long  term  needs.  Here  I  dis¬ 
agree.  A  general  reduction,  unless  explicitly  of  a  temporary  charac¬ 
ter,  is  very  likely  to  become  permanent.  The  long-run  picture  sug¬ 
gests  that  we  should  not  run  the  danger  of  reducing  the  tax  base. 
Relief  from  the  recession  can  be  obtained  by  rapid  introduction  of 
some  of  the  new  expenditure  programs  the  Report  considers  necessary. 

Objections  to  this  entire  approach  may  be  raised  that  our  knowl¬ 
edge  of  both  government  requirements  and  the  structure  of  the 
economy  is  so  uncertain  that  a  ten  year  projection  cannot  feasibly 
be  used  as  a  basis  for  current  policy.  Such  arguments,  however, 
should  lead  not  to  concentration  on  the  short  run  but  to  recognition 
that  the  long  run  is  uncertain  and  to  the  making  of  appropriate 
strategic  assumptions.  If,  for  instance,  we  err  on  the  high  side  in 
estimating  defense  requirements,  subsequent  reduction  is  relatively 
easy.  The  problem  is  of  a  different  order  of  difficulty  when  esti¬ 
mates  are  too  low  and  the  economy  must  be  made  to  accommodate 
increases  in  the  defense  budget. 

The  specific  figures  in  the  Report  clearly  require  much  further 
discussion;  and  the  economic  analysis  needs  to  be  defined.  But  even 
if  major  revisions  turn  out  to  be  needed,  the  Report  has  done  inval¬ 
uable  service  in  providing  a  framework  for  the  consideration  of 
policy  and  an  agenda  for  research. 
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TRAFFIC  SAFETY  FROM  AN  ECONOMIST’S 
POINT  OF  VIEW 

By  Stefan  Valavanis 


I.  Economic  reasoning  applied  to  traffic  safety,  477.  —  II.  Inconsistencies 
in  costing  the  evils  of  driving,  478.  —  III.  Marginal  cost  taxation  and  efficiency, 
479.  —  IV.  Expenditures  need  not  be  tailored  to  revenues,  480.  —  V.  Differen¬ 
tial  insurance  premiums,  482.  —  VI.  Accidents  are  social  overhead  costs,  483.  — 
VII.  Optimizing  our  institutions,  484. 

I.  Economic  Reasoning  Applied  to  Traffic  Safety 

This  article  is  stark  because  I  wrote  it  for  noneconomists* 1  and 
because  I  normally  prefer  to  state  my  case  bare  and  worry  later  about 
the  refinements.  I  do  not  really  believe  one  hundred  per  cent  of 
what  follows. 

The  economist’s  professional  reasoning  has  seven  guiding  prin¬ 
ciples  to  contribute  to  the  problem  of  traffic  safety:  (1)  He  sees  it 
not  as  an  “all-or-nothing”  problem,  but  a  “best  mixture”  problem 
whose  solution  involves  some  accidents  plus  some  traffic.  No  acci¬ 
dents,  or  no  traffic  are  out  of  the  question.  (2)  He  is  used  to  thinking 
in  terms  of  clever  sets  of  rewards  and  punishments  to  make  men 
behave  in  a  socially  desirable  way,  even  if  they  seek  only  their  own 
selfish  ends.  He  recognizes  that  rewards  and  punishments  hit  dimin¬ 
ishing  returns  and  acknowledges  that  there  is  room  for  culture,  educa¬ 
tion,  cure,  remotivation,  etc.  (3)  He  prefers  to  decentralize  decisions 
rather  than  plan  from  the  top.  This  is  both  good  administration  and 
an  end  in  itself  in  our  society.  He  would  rather  set  prices  and  let 
people  take  things  or  leave  them.  (4)  He  considers  prices  (taxes, 
insurance  rates,  etc.)  mainly  as  rationing  devices  and  only  secondarily 
as  means  of  raising  revenue  or  covering  cost.  (5)  He  refuses  to  opti- 

1.  Twenty-one  representatives  of  various  disciplines  from  divinity  to  cyber¬ 
netics  discussed  traffic  safety  and  proposed  research  undertakings  at  a  conference 
sponsored  by  the  National  Safety  Council  under  the  auspices  of  the  President’s 
Committee  on  Traffic  Safety,  in  Williamsburg,  Va.,  Feb.  23-28,  1958.  This 
article  is  slightly  reworked  from  a  memo  I  circulated  at  that  conference. 
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mize  on  the  most  valuable  resource  (say  human  life)  as  though  all 
others  (for  instance,  time,  gasoline,  concrete,  traffic  signals)  were  free. 
To  him  everything  has  an  exchange  rate  (usually  a  variable  one). 
(6)  He  abhors  the  approximating,  maximizing  or  minimizing  of  some 
magic  ratio  like  accidents  per  passenger-mile.  (7)  He  prefers  to 
maximize  imperfectly  in  the  large,  not  perfectly  in  the  small.  Per¬ 
fecting  private  car  traffic  is  worthwhile,  but  other  ways  of  getting 
transportation,  prestige  and  pleasure  besides  car-ownership  may  be 
more  worthwhile,  even  if  imperfectly  organized. 

II.  Inconsistencies  in  Costing  the  Evils  of  Driving 

The  inconsistencies  are  of  three  kinds:  those  of  political  action, 
external  effects,  and  consumer  imperfection. 

Organized  society  is  inconsistent  in  costing  accidents  and  other 
evils  of  driving.  The  same  individual  can  be  a  meek  pedestrian  and 
also  a  fierce  driver,  or  a  lenient  judge.  He  demands  stern  traffic 
policemen,  but  does  not  mind  “fixing”  the  traffic  tickets  he  gets. 
As  a  driver,  he  wants  better  highways;  as  a  voter,  lower  taxes.  To 
prevent  a  death  from  polio,  society  spends  millions ;  the  same  society 
often  refuses  to  install  a  traffic  light  at  a  dangerous  corner.  The 
cost  of  a  death  is  much  higher  to  the  family  than  the  amount  of  the 
judge’s  award,  and  to  society  than  the  cost  of  replacing  the  deceased. 
When  the  driver  happens  to  be  insured,  often  the  court,  garage  and 
hospital  pad  indemnities,  repair  charges,  and  medical  bills.  Damages 
are  sometimes  only  compensatory,  and  at  other  times,  in  similar  cir¬ 
cumstances,  sharply  punitive. 

Social  and  private  evils  cannot  all  be  minimized  together:  death, 
permanent  injury,  jail  sentences,  slow  traffic,  policemen’s  wages, 
exhortations,  driver  education,  etc.,  are  evils,  substitutable  to  some 
extent.  Most  people  agree  to  a  hierarchy  of  evils,  but  problems  can 
be  tackled  even  if  they  do  not. 

External  effects  arise  in  traffic  situations:  (1)  When  there  is 
harm  to  others  who  cannot  be  compensated,  as  when  one’s  mere 
presence  helps  congest  the  streets.  (2)  When  ethers  benefit  at  the 
same  time  the  individual  does,  but  they  cannot  be  charged  as  when 
one  sweeps  a  pavement  or  waters  a  garden.  This  is  why  yielding  the 
right  of  way  is  a  matter  of  law,  not  of  whim.  (3)  When  the  consumer 
wants  to  harm  himself  only,  but  society  hates  to  see  him  do  it.  This 
is  why  we  ban  the  game  of  “chicken”  even  if  the  contestants  are 
without  family,  have  prepaid  their  funerals,  and  selected  a  perfectly 
empty  road  to  play  on. 

Examples  of  consumer  imperfection:  (1)  People  allegedly  under- 
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estimate  the  risk  of  jaywalking.  We  ban  jaywalking  for  the  same 
reason  that  we  require  a  doctor’s  prescription  for  dispensing  a  drug. 
(2)  People  are  sometimes  under  temporary  disability;  for  instance, 
the  driver  may  be  well  aware  of  all  the  risks  but  is  in  a  hurry. 

With  external  effects  and  consumer  imperfection  we  feel  justified 
in  denying  the  consumer  his  sovereignty  (e.g.,  taxing  whiskey)  though 
possibly  leaving  him  free  choice  (to  buy  or  not  to  buy  the  taxed 
whiskey) . 


III.  Marginal  Cost  Taxation  and  Efficiency 

Prices,  including  insurance  premiums,  taxes,  fines,  etc.,  are  pri¬ 
marily  not  to  cover  costs  or  to  raise  revenue  or  to  distribute  income, 
but  to  ration  things  and  to  show  where  the  need  is  greatest.  From  the 
point  of  view  of  rationing,  the  price  of  mineral  water  is  justifiably 
high  even  though  its  cost  is  zero;  once  a  bridge  is  built  it  is  better 
to  allow  free  use  of  it,  rather  than  have  it  partly  idle;  meter  parking 
fees  are  to  discourage  parking,  not  to  pay  the  cost  of  meters;  prices 
do  not  have  to  cover  the  sum  total  of  costs.  Such  principles  ought 
to  govern  insurance  rates,  taxes,  license  fees,  stop  signs  and  other 
impediments  to  motor  traffic. 

The  fundamental  proposition  of  welfare  economics  says:  “For 
maximum  efficiency  in  the  short  run,  the  price  of  everything  should 
be  its  marginal  cost  {not  average  cost  plus  markup).  For  maximum 
efficiency  in  the  long  run,  invest  in  the  directions  where  marginal  cost 
exceeds  average  cost  the  most.”  The  following  example  (drastically 
simplified)  illustrates  these  principles. 

Suppose  we  agree  that  the  death  of  any  one  man  costs  (in  some 
sense)  $100,000  and  the  probability  of  such  an  accident  increases2 
with  the  number  of  cars  as  shown  in  the  table  on  the  next  page. 

Under  the  marginal  cost  pricing  rule,  if  all  cars  are  alike, 
each  should  pay  $100.  Then  aggregate  insurance  premiums  are 
$100  X  1001  =  $100,100,  while  aggregate  claims  paid  to  victims  are 
$100,000  X  1.1  per  cent  =  $1,100,  and  there  is  therefore  an  excess 
collected  of  $99,000. 

Any  other  method  of  pricing  is  uneconomical,  because  each  pro¬ 
spective  1001-st  driver  would  pay  less  (or  more)  than  the  damage 
the  court  says  he  has  occasioned. 

The  argument  illustrated  by  the  example  is  perfectly  general: 
The  more  cars  (or  car  miles,  or  passenger  miles)  the  greater  the  likeli¬ 
hood  of  death.  Therefore  marginal  cost  is  higher  than  average  cost. 

2.  With  still  more  cars  on  a  fixed  roadbed  system,  traffic  slows  down,  pos¬ 
sibly  reducing  the  probability  of  death,  while  costs  of  delay  and  frustration  go  up. 
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Our  conventional  insurance  premiums  are  based  on  average  cost 
plus  a  small  markup.  Conclusion:  Our  insurance  rates  are  much  too 
low  and  hence  inefficient.  It  is  as  though  our  insurance  commissioners 


Per  Cent 

Total 

Cost 

Average  Cost 
per  Car 

Marginal 

Cost 

With  1,000  cars  on  the  roads  the 
probability  of  one  death  is 

1 

$1,000 

$1.00 

With  1,001  cars  on  the  roads  the 
probability  of  one  death  is 

1.1 

$1,100 

$1.10 

$100 

(No  other  factors  involved.  High¬ 
way  net,  car  models,  etc.,  given.) 

contradicted  what  our  judges  said  a  man’s  life  was  worth.  What 
has  been  said  about  the  1001-st  driver  can  be  said  about  the  1001-st 
pedestrian:  his  presence  raises  marginal  cost  —  but  he  pays  nothing. 
We  do  not  make  the  pedestrian  pay  his  marginal  costs  in  cash  for 
several  reasons:  (1)  these  costs  are  likely  to  be  small;  (2)  they  are 
difficult  to  administer;  (3)  we  put  minor  nonmonetary  vexations  in 
the  pedestrian’s  path  —  he  has  to  wait  for  traffic  lights  to  change, 
he  gets  elbowed,  splashed  with  mud,  etc.  These  latter  factors  deter¬ 
mine  (other  things  being  equal)  whether  he  will  walk  or  drive. 

IV.  Expenditures  Need  Not  Be  Tailored  to  Revenues 

Now  consider  that  mysterious  excess  of  $99,000.  How  are  we 
to  dispose  of  it?  Of  course,  it  is  not  to  be  kept  by  the  insurance 
company.  If  insurance  companies  are  allowed  a  given  mark-up  to 
cover  administration  and  moderate  profit,  they  will  have  an  interest 
in  seeing  the  average  cost  reduced,  because  they  pocket  the  difference 
between  the  premium  and  the  lowered  average  cost  and  there  is 
always  a  lag  in  adjusting  premiums  to  realistic  average  costs.  The 
excess  of  $99,000,  like  the  revenue  from  any  tax,  is  to  be  spent  for 
some  public  purpose.  But  what? 

I  was  tempted  to  exclaim:  “How  nice  of  economic  theory  to 
provide  us  with  a  fund  from  which  to  educate,  research,  motivate, 
drivers  and  pedestrians,  and  to  invest  in  better  highways!  More¬ 
over,  we  do  not  have  to  worry  about  how  much  to  spend.  The 
answer  ($99,000)  is  inherent  in  the  problem.  Were  not  our  statesmen 
right  when  they  said:  ‘Use  liquor  tax  receipts  to  combat  alcoholism, 
gasoline  tax  revenues  for  highway  improvement,  and  in  general  link 
the  tax  to  the  use,  the  revenue  to  the  benefit’?” 

As  a  matter  of  fact,  $99,000  is  almost  certainly  the  wrong 
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amount  to  spend,  because  it  is  highly  unlikely  that  out  of  the  total 
unds  spent  on  this  and  that  public  purpose  $99,000  is  proportional 
to  accidents’  relative  gap  of  MC  over  AC. 

In  the  figure,  let  I  represent  insurance  pricing  and  II  liquor 
taxation:  and  let  there  be  (for  simplicity)  no  other  public  problem 
but  traffic  and  alcoholism.  Vertical  axes  measure  the  cost  of  traffic 
and  alcoholism  respectively.  Horizontal  axes  measure  intensity  of 


I 

Accident 

Cost 


Number  of  Cars  Driven 


H 

Alcoholism 

Cost 


traffic  and  drinking.  The  gap  GH  of  marginal  over  average  cost  is 
so  much  larger  in  alcoholism  than  the  corresponding  gap  DE  in 
accidents,  that  we  probably  ought  to  be  spending  not  only  the  whole 
liquor  tax  revenue,  J KGH,  but  perhaps  also  a  large  part  of  the  motor 
car  insurance  “tax”  revenue  ( FBDE  or  $99,000)  on  the  cure  and  pre¬ 
vention  of  alcoholism.  It  is  logically  and  ethically  absurd  to  devote 
to  the  cure  of  an  evil  only  such  funds  as  can  be  collected  in  taxes 
from  those  most  enslaved  to  it,  i.e.,  people  who  would  rather  pay  the 
tax  than  go  without  alcohol.  The  rule  is:  spend  in  the  direction 
where  the  gap  is  large,  not  where  revenues  are  large.  Likewise  it 
can  be  argued  plausibly  that  cigarette  taxes  should  be  spent  on  high¬ 
ways,  income  taxes  and  fines  on  the  national  ballet  and  so  forth, 
according  to  the  size  of  discrepancies3  in  marginal  over  average  costs 
(and  benefits)  in  these  various  directions.  The  entire  budget  ought 

3.  Some  economists  go  even  farther:  if  MC  is  less  than  AC,  it  pays  to  sub¬ 
sidize  the  activity.  For  instance,  if  it  is  true  that  the  AC  of  treating  alcoholics 
decreases  with  their  number  —  because  better  use  is  made  of  nurses,  doctors, 
psychiatrists,  etc.  —  then  tax  traffic  (a  greater  evil)  and  subsidize  the  price  of 
liquor  (a  lesser  one).  Indulging  in  alcoholism  when  specialized  nurses  are  idling 
is  more  economic  than  trying  to  use  the  highways  when  they  are  already  choked 
with  traffic. 
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to  be  interdependently  optimized,  not  split  into  compartments  by 
source  of  revenue. 

V.  Differential  Insurance  Premiums 

Ideally  the  tax  on  driving  should  be  by  area  and  time  driven, 
being  higher  in  the  congested  areas  and  rush  hours;  less  ideally,  one 
could  also  charge  a  graduated  tax  on  annual  mileage. 

Most  of  our  present  insurance  cost  differentials  are  uneconomic. 
It  is  not  easy  to  justify  differentials  by  residence  area,  so  that  a 
Boston  driver  pays,  say,  twice  as  much  as  a  resident  of  Concord  or 
Lowell.  Unless  cars  remain  in  closed  nonoverlapping  regions,  all  cars 
contribute  to  Boston’s  congestion  and  fatalities.  An  extra  death  is 
equally  expensive  no  matter  who  contributes  to  its  probability  of 
occurring.  All  cars  are  culprits  (to  the  extent  that  their  travels  over¬ 
lap)  whether  the  owner  resides  in,  or  commutes  to,  Boston. 

Differentials  can  be  very  efficient,  moderately  efficient,  or  not 
at  all  efficient.  They  can  be  equitable  or  inequitable  independently 
of  their  efficiency. 

For  example:  a  tax  on  driving  in  sleet  is  highly  efficient,  because 
sleet  is  more  hazardous,  and  roads  should  be  thinned  of  traffic  in 
favor  of  those  whose  business  is  so  important  as  to  warrant  paying 
the  tax  —  most  people  do  not  have  to  drive  in  sleet,  and  they  can 
postpone  a  relatively  unimportant  trip  —  i.e.,  most  people  can  choose 
to  escape  the  tax  by  shifting  over  to  the  untaxed  class  of  drivers.  Let 
doctors  also  pay,  and  let  the  price  of  medical  attention  in  bad  weather 
reflect  the  tax;  for  a  hypochondriac  or  a  patient  with  a  minor  com¬ 
plaint  does  not  rate  a  cheap  doctor’s  call  during  sleet.  Second 
example:  taxing  the  very  young,  the  very  old,  women,  etc.,  more 
heavily  than  others  is  efficient,  but  less  so,  because  though  it  elimi¬ 
nates  all  but  the  most  eager  of  the  youthful,  senile,  or  female  drivers, 
these  people  cannot  by  an  act  of  choice  change  their  age  and  sex 
to  escape  the  tax,  and  incidentally  lower  cost.  Similarly,  tax  the 
poor  worker  driving  to  work  during  rush  hour,  and  let  his  wage,  and 
the  price  of  his  product  reflect  the  fact  that  the  plant  wants  to  operate 
between  rush  hours.  Not  to  tax  the  worker  is  tantamount  to  sub¬ 
sidizing  the  price  of  goods  that  otherwise  have  no  business  being  pro¬ 
duced  between  8:00  A.M.  and  4:00  P.M.,  rather  than  between 
7:45  A.M.  and  3:45  P.M.  If  the  worker  cannot  shift  the  tax  to  the 
price  of  the  product  and  we  feel  that  he  is  unduly  burdened,  this  is 
an  argument  in  favor  of  income  equality,  not  an  argument  against 
marginal  cost  taxation  of  traffic! 

The  rule  for  equity  in  differential  insurance  rates  is:  apply  them 
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where  the  insured  can  (within  reason)  remove  himself  from  a  high 
to  a  low  risk  category,  by  getting  a  better  car,  driving  to  work  ten 
minutes  before  or  after  rush  hours,  staying  indoors  during  storms,  etc. 

If  I  belong  to  a  low  risk  category,  it  does  not  mean  I  shall  not 
have  an  accident,  for  in  this  world,  anything  can  happen.  It  is  a 
mistake  to  penalize  excellent  risk  drivers  just  because  they  have  had 
an  accident.  One  must  penalize  the  probability  of  an  accident,  not 
its  having  happened. 


VI.  Accidents  Are  Social  Overhead  Costs 
After  ideal  research  has  identified  the  big  factors  that  affect  the 
probability  of  a  traffic  accident,  millions  of  little,  independent  factors 
remain  to  constitute  the  “pure  accident,”  a  random  residual.  How 
to  finance  this  hard  core,  which  may  be  quite  substantial?  One 
answer  is,  out  of  the  “excess”  of  marginal  over  average  cost  of  the 
identified  factors.  But  the  excess  may  not  be  enough,  because  it 
relates  to  the  assignable  costs  (one  identifiable  factor  at  a  time)  and 
the  residual  may  be  very  large.  For  instance,  if  two  systematic 
independent  measurable  positive  numbers,  factors /i  and/2  (0  <  /i,/2) 
are  at  play,  plus  a  random  one,  r  (or  residual  factor),  the  probability  p 
may  be 

p  =  1  -  e_(/,+/,+r) 


and  the  variance  of  r  may  be  immensely  larger  than  the  variance  of 
either  of  the  two  identified  factors.  Then  the  total  charges  as  pre¬ 
scribed  by  marginal  pricing 


h 


dp 

¥i 


may  not  be  sufficient  to  cover  the  costs  occasioned  by  fh  /2,  and  r. 

Moreover,  even  if  they  were  sufficient,  benefits  from  driving 
accrue  not  only  to  the  motorist,  but  to  society  at  large  in  the  form 
of  more  travel,  a  more  flexible  labor  market,  less  neighborhood 
parochialism,  better  civil  defense  evacuation  and  so  forth.  Then  car 
accidents  are  the  price  society  must  pay  for  progress,  etc.,  and  so  why 
penalize  the  driver?  Accidents  are  the  other  side  of  the  coin  of 
progress,  just  as  are  drunks,  the  insane  and  neurotics  that  result 
from  our  complex  civilization  which  necessarily  breeds  some  misfits, 
given  man’s  limitations.  Far  from  condemning  such  people  for  their 
failure,  we  support  them  from  the  public  purse.  Likewise,  a  case 
can  be  made  for  meeting  the  hard  core  of  traffic  costs  from  general 
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taxation,  rather  than  by  assessing  the  residually  unlucky  driver,  or 
by  abandoning  his  victims  to  their  fate. 

VII.  Optimizing  Our  Institutions 

What  I  have  advocated  so  far  is  within  present  institutional  con¬ 
straints,  for  example,  that  drivers  shall  not  be  required  to  take 
strange  passengers;  that  they  may  drive  anywhere,  at  any  time  if 
willing  to  pay,  and  so  on.  True,  a  practical  man  would  take  the 
motor  car  and  the  North  American’s  private  attitude  towards  it  as 
given  and  try  to  do  the  best  under  this  constraint.  But  again,  why 
take  them  as  given?  What  if  it  can  be  shown  that  a  better  solution 
is  available  outside  our  current  institutional  confines? 

For  instance,  a  case  can  be  made  for  roping  off  to  private  wheel 
city  traffic  centers,  national  parks,  summer  resorts.  We  have  evi¬ 
dence  that  our  tastes  for  cars  interact  positively:  if  so,  there  is  a 
case  for  teaching  ourselves  all  around  not  to  like  them  so  much,  and 
to  get  the  same  level  of  satisfaction  with  fewer,  smaller,  less  powerful 
ones.  Such  reforms  are  less  fantastic  than  the  car’s  recent  trans¬ 
formation  of  the  face  and  attitudes  of  North  America.  And  after  all, 
the  age  of  the  motor  car,  like  that  of  the  dinosaurs,  is  probably  a 
queer  interlude,  a  mere  exception.  The  Soviet  world  is  likely  to 
skip  it  altogether  and  proceed  directly  to  helicopters;  or  not  even  to 
them.  Why  cannot  we  rearrange  cities  and  places  of  work  so  as  to 
save  90  per  cent  of  all  mileage,  which  is  to  and  from  work?  Such 
better  solutions,  even  if  they  exist,  cannot  be  reached  if  we  merely 
try  to  improve  and  perfect  our  suboptimal  system. 

Public  concern,  action  committees,  investigations  are  often  evi¬ 
dence  that  someone  is  getting  shortchanged  and  that  redress  is  pos¬ 
sible  only  by  political  and  missionary  action,  not  by  market  haggling. 
Traffic  problems  have  reached  this  stage. 
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ACCELERATED  INVESTMENT  AS  A  FORCE 
IN  ECONOMIC  DEVELOPMENT* 

By  Howard  S.  Ellis 


Introduction,  485.  —  L  The  demographic  argument,  485.  —  II.  The  role 
of  the  propensity  to  consume  and  savings,  488.  —  III.  The  importance  of  exter¬ 
nal  economies,  491.  —  IV.  Overtones  for  policy  of  the  doctrine  of  accelerated 
rates  of  investment,  492.  —  V.  Conclusion,  493: 

I 

An  increase  in  investment  characterizes  all  economic  develop¬ 
ment:  indeed,  aside  from  the  rise  of  income  per  capita,  it  is  probably 
the  most  central  phenomenon.  At  first  glance,  therefore,  it  might 
be  somewhat  puzzling  why  theories  which  stress  this  factor  should 
be  in  any  way  distinctive  as  theories  of  economic  development. 

In  part  the  answer  lies  in  relative  emphasis.  From  the  body  of 
classical  economics,  one  gathers  the  general  impression  that  the  main¬ 
spring  of  progress  is  the  slow  but  steady  accretion  of  capital  through 
individual  saving,  i.e.,  parsimony  or  frugality.  Marx  laid  the  primary 
emphasis  upon  the  “mode  of  production,”  the  organization  of  pro¬ 
duction;  and  Schumpeter,  Spiethof,  and  many  subsequent  writers 
have  thought  the  innovating  entrepreneur  to  be  the  primum  mobile 
of  economic  growth  or  development.  With  Kuznets,  who  is  indeed 
very  loath  to  commit  himself  regarding  causation,  there  seems  to  be 
a  good  deal  of  emphasis  upon  the  increase  of  population,  either  inter¬ 
nally  or  through  immigration,  and  the  possibility  that  it  is  a  main 
independent  variable.  Other  economists  have  stressed  the  gains  in 
productivity,  technical  knowledge,  and  motivation  springing  from 
international  trade  and  finance.  And  one  must  not  fail  to  take 
account  of  theories  which  discover  the  most  important  impulses  in 
noneconomic  factors  —  in  political  or  social  revolutions,  ideologies, 
and  the  like.  But  there  is  a  congeries  of  theories  which  —  while  not 
necessarily  ignoring  or  denying  the  operation  of  one  or  all  of  these 
forces  —  lays  the  weight  upon  the  speed  of  the  investment  process; 
indeed,  in  some  cases  this  emphasis  is  almost  exclusive.  If  capital 
formation  is  rapid,  other  attributes  of  economic  progress  are  practi¬ 
cally  certain  to  be  realized;  if  capital  formation  is  not  rapid,  economic 
development  will  be  slight  or  fail  to  materialize  altogether. 

*  The  author  is  obliged  to  the  editors  of  Revista  Brasileira  de  Economica  for 
permission  to  publish  in  English  an  article  originally  appearing  in  Portuguese. 

485 


486 


QUARTERLY  JOURNAL  OF  ECONOMICS 


But,  in  addition  to  this  emphasis,  the  theories  I  am  consider¬ 
ing  have  several  characteristics  which  warrant  their  being  grouped 
together.  For  one  thing,  these  theories  are  generally  strongly  inter¬ 
ventionist,  at  least  so  far  as  concerns  the  assumption  of  responsibility 
by  the  state  for  a  greatly  increased  rate  of  saving,  and  —  extending 
out  from  this  basis  according  to  the  predilections  of  the  individual 
writer  —  to  more  or  less,  and  generally  more,  control  (and  sometimes 
operation)  of  the  specific  lines  of  investment  and  production.  Sec¬ 
ondly,  these  “big  push”  theorists  usually  consider  manufacture  as 
inherently  superior  to  primary  production  as  a  vehicle  of  develop¬ 
ment.  These  two  characteristics  are  so  general  that  I  shall  terminate 
the  list  with  these  alone  for  greater  emphasis;  but  it  would  be  tempt¬ 
ing  to  point  to  the  frequency  also  of  an  inflationary  bias  in  writings 
of  this  sort,  to  autarkical  leanings  and  to  a  fondness  for  general  equi¬ 
librium  planning  as  implied  by  linear  or  nonlinear  programming.  But 
the  interventionist  and  other  features  of  these  theories,  upon  which 
I  shall  want  to  comment  later,  are  their  overtones  rather  than  their 
substance. 

The  substantive  bases  for  an  accelerated  rate  of  investment 
through  state  intervention  are  principally  three :  a  demographic  argu¬ 
ment,  a  line  of  reasoning  involving  the  propensity  to  consume  (or  to 
save),  and  thirdly,  conclusions  reached  from  the  technical  discon¬ 
tinuities  or  “lumpiness”  of  investment.  Let  me  say  clearly  in  advance 
that  in  no  case  do  I  reject  the  reasoning  completely;  but  that  in  all 
cases  I  attach  much  greater  weight  than  do  the  proponents  of  these 
theories  to  the  limits  of  possible  gain,  to  the  risks  and  costs  of  the 
proposed  line  of  action,  and  to  the  merits  of  alternative  policies. 

I  turn  first  to  the  demographic  argument  for  the  big  investment 
push,  because  here  both  the  merits  of  the  theory  and  its  detractions 
are  most  conspicuous.  The  setting  of  the  problem  is  an  economy 
in  which  per  capita  incomes  are  low,  capital  is  scarce  and  labor 
abundant,  death  rates  have  recently  been  lowered  by  modern  methods 
of  public  health,  and  birth  rates  are  high  —  a  milieu  highly  inauspi¬ 
cious  for  economic  development.  In  such  a  setting,  the  case  for  the 
investment  attack  has  been  most  ably  argued  by  Professors  Galenson 
and  Leibenstein.1  According  to  these  writers,  the  only  hope  of  even¬ 
tually  raising  per  capita  incomes  is  temporarily  to  abandon  the  usual 
marginal  productivity  criterion  for  investment  and  in  its  place  to 

1.  Walter  Galenson  and  Harvey  Leibenstein,  “Investment  Criteria,  Pro¬ 
ductivity,  and  Economic  Development,”  this  Journal,  LXIX  (Aug.  1955), 
343-70;  see  also  Harvey  Leibenstein,  Economic  Backwardness  and  Economic 
Growth  (New  York:  Wiley,  1957),  chap.  8. 
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maximize  the  "marginal  per  capita  reinvestment  quotient,”  i.e.,  adopt 
techniques  which  "lead  ultimately  to  the  maximum  capital/labor 
ratio.  The  reinvestment  quotient  should  be  maximized  even  if 
there  is  surplus  labor  in  the  economy  because,  by  definition,  tech¬ 
niques  of  the  sort  appropriate  to  development  are  those  which  lead 
most  speedily  to  the  maximum  of  capital  equipment  per  laborer  and 
hence  to  maximum  real  wage  rates. 

One  objection  to  this  theory  of  development  is  that  the  ratio  of 
capital  to  labor  can  always  be  raised  and,  short  of  some  very  remote 
limit,  real  wage  rates  can  always  be  raised  by  more  capital,  so  that 
the  term  for  the  application  of  the  reinvestment  quotient  is  indefinite. 
A  second  objection  is  that  the  theory  ruthlessly  sacrifices  present 
gains  in  productive  capacity  to  the  furtherance  of  productive  capacity. 
Galenson  and  Leibenstein  are  quite  frank  about  this;  indeed,  it  is 
partly  their  fear  that  any  increase  of  present  real  wages  will  lead  only 
to  an  increase  of  the  birthrate  that  leads  them  to  propose  this  policy. 
They  are  willing  to  accept  even  an  increase  of  unemployment  for  the 
sake  of  techniques  maximizing  the  ultimate  ratio  of  capital  to  labor. 

Now  it  is  indeed  quite  possible  that  concern  with  unemploy¬ 
ment  may  be  excessive  and  may  interfere  with  necessary  reforms  in 
agriculture  and  in  industrial  techniques.2  "In  theory,”  at  least,  addi¬ 
tional  unemployment  caused  by  technological  improvements  can  be 
absorbed,  just  as  with  the  basic  substratum  of  structural  unemploy¬ 
ment,  by  public  works  of  a  local,  labor-intensive  variety.  But  there 
are  limits  to  the  speed  with  which  these  projects  can  be  planned  and 
executed,  and  there  are  corresponding  limits  to  the  desirability  of 
labor-saving  techniques.  Indeed,  the  employment  of  labor-saving, 
capital-intensive  techniques  in  an  economy  with  surplus  or  even 
cheap  labor  is  an  anomaly.  The  anomaly  is  basically  that  the  gov¬ 
ernment,  in  introducing  these  techniques,  is  discounting  the  future 
at  a  lower  rate  than  the  market. 

I  am  not  prepared  to  argue  that  this  is  never  appropriate;  indeed 
I  would  myself  maintain  that  a  good  deal  of  the  initiative  for  saving 
has  to  be  taken  by  governments  in  the  early  stages  of  development 
through  raising  funds  by  taxation.  But  there  are  limits,  outside  the 
harshest  totalitarian  states,  to  this  forcing  of  saving,  first  upon  ordi¬ 
nary  ethical  considerations  of  human  welfare  and  freedom,  and  sec¬ 
ondly  upon  the  pragmatic  basis  that  the  population  may  simply  not 
tolerate  an  indefinite  postponement  of  the  fruits  of  progress.  Thus 
the  objection  to  Galenson ’s  and  Leibenstein ’s  argument  is  partly  a 

2.  Ragnar  Nurkse,  “Reflections  upon  India’s  Development  Plan,”  this 
Journal,  LXXXI  (May  1957),  188-204. 
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matter  of  degree ;  but  it  is  also  partly  a  matter  of  their  cloaking  under 
a  phrase,  “the  marginal  reinvestment  quotient,”  which  has  the  air 
of  an  objective  investment  criterion,  the  purely  arbitrary  decision  of 
authority  to  plough  back  productivity  gains  into  plant  and  equip¬ 
ment  for  whatever  period  may  be  pleasing  to  that  authority. 

If  their  concern  lest  population  increases  absorb  the  gains  of 
progress  leads  these  authors  to  an  intolerably  stiff  policy,  the  very 
opposite  is  probably  the  shortcoming  of  the  doctrine  proposed  by 
John  Stuart  Mill  and  Frank  W.  Taussig.  There  are  grains  of  a  “big 
push”  thesis  in  this  demographic  theory  also.  If  productivity  could 
be  thrust  forward  rapidly,  it  was  argued,  by  whatever  means,  the 
immediate  impact  in  raising  real  wages  would  give  the  population  a 
taste  for  greater  material  comfort,  which  they  would  defend  by  reduc¬ 
ing  the  size  of  their  families.  The  trouble  with  this  prescription, 
which  might  have  worked  and  probably  did  work  in  times  past,  as, 
for  example,  in  the  industrialization  of  Japan,  is  that  in  the  current 
scene  the  increase  of  population  from  lowered  mortality  rates  is  apt 
to  eat  up  productivity  gains  before  they  can  be  transmitted  into 
higher  levels  of  living.  This  leaves  the  brunt  of  responsibility  upon  a 
rise  of  the  standard  of  living,  which,  as  Arthur  Lewis  has  recently 
insisted,  is  a  slow  process.®  But  it  is  at  least  a  process  which  has 
worked  in  the  history  of  Western  civilization,  and  has  worked  with¬ 
out  compulsion  upon  the  mass  of  humanity  by  the  state. 

Indeed,  upon  the  assumption  that  a  “big  push”  of  investment 
means  only  a  temporary  resort  to  compulsory  limitation  of  consump¬ 
tion,  what  is  ultimately  to  determine  birthrates?  Will  the  increase 
of  productive  apparatus,  such  as  Soviet  Russia  is  now  achieving 
through  “starving  the  present,”  result  ultimately  in  higher  wages  or 
simply  in  more  people?  The  answer  lies,  of  course,  in  the  ideals 
of  the  population  regarding  the  family,  monogamy,  continence,  and 
legitimacy,  in  literacy,  sex  education,  the  status  of  women  and  ethical 
and  religious  beliefs  —  in  a  vast  complex  of  forces.  Against  these 
basic  determinants,  a  period  of  accelerated  investment  for  the  sake 
of  its  demographic  effects  seems  relatively  short-lived  and  superficial. 

II 

Government-accelerated  investment  is  sometimes  justified  as  the 
key  to  economic  development  on  the  grounds  of  the  attending  behav¬ 
ior  of  savings.  I  distinguish  four  types  of  this  sort  of  theorizing ;  but 
the  first,  according  to  which  the  state  may  speed  up  development  by 
enforcing  a  reinvestment  of  income  continuously  into  capital  goods, 

3.  W.  Arthur  Lewis,  The  Theory  of  Economic  Growth  (London,  1955),  p.  315. 
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has  already  been  considered  sufficiently.  This  may  be  called  a  policy 
of  explicit  or  openly  avowed  forced  saving. 

The  second  variety  relies  upon  the  concealed  forced  saving  of 
inflation;  and  I  need  scarcely  remark  upon  the  large  number  of 
acquiescent  friends  or  active  advocates,  even  among  the  ranks  of  pro¬ 
fessional  economists,  that  inflation  seems  to  command.  As  a  repre¬ 
sentative  of  this  school  of  thinking  one  may  take  Professor  W.  Arthur 
Lewis  of  Manchester  University,  who  holds  that  governments  must 
choose  between  taxation  and  inflation  in  order  to  provide  a  necessary 
supplement  to  private  voluntary  saving,  and  that  this  choice  is 
“largely  political.”4  Inflations  devoted  to  pure  consumption  or  to 
the  destruction  of  goods  (e.g.,  war  and  armaments)  become  cumula¬ 
tively  worse  by  reducing  the  supply  of  goods  relatively  to  money. 
“Inflations  for  the  purpose  of  creating  useful  capital  are  on  the 
contrary  self-destructive,  since  sooner  or  later  they  result  in  an 
increased  supply  of  goods  to  the  market”  (p.  217;  cf.  also  p.  405). 

Both  parts  of  this  proposition  are  completely  indefensible.  In 
the  first  place  “the  purpose  of  creating  useful  capital  goods”  is  gener¬ 
ally  poorly  served  by  a  “big  push”  of  state  investment  which  exceeds 
tax  income  plus  bond  sales  to  private  savers,  i.e.,  by  inflation.  Infla¬ 
tion,  as  Schumpeter  so  eloquently  sets  forth  in  The  Theory  of  Eco¬ 
nomic  Development  biases  the  economic  calculus  by  making  estimates 
fallible  and  by  making  profitable, however  well-motivated  the  original 
investments,  all  sorts  of  speculative  activities  through  the  multiplier 
or  velocity-of-money  effect.  Lewis  has  himself  dwelt  upon  some  of 
these  costs  of  inflation,  including  balance-of-payments  deficits  and  the 
accompanying  necessity  of  exchange  controls,  etc.  The  increased  flow 
of  goods  need  not  be,  and  in  all  probability  will  not  be,  sufficient  to 
prevent  a  continuous  rise  of  prices  as  long  as  inflation  “for  the  pur¬ 
pose  of  creating  useful  capital  goods”  is  pursued. 

Indeed,  the  phrase  “sooner  or  later”  applied  by  Lewis  to  the 
“increased  supply  of  goods  to  the  market”  reveals  that,  even  aside 
from  the  various  costs  of  inflation  in  inefficiency  and  the  reduction  of 
voluntary  saving,  inflationary  financing  of  a  given  increment  to 
investment  is  only  noncumulative  if  it  is  a  “once-over”  performance. 
The  yield  of  investment  comes  in  slowly  over  the  ensuing  months  or 
years  and  does  indeed,  if  the  investment  is  well  conceived,  give  rise 
to  an  amount  of  deflation  sufficient  to  offset  the  original  investment 
(assuming  with  Lewis  that  it  has  been  financed  by  inflationary 
means).  But  a  repetition  of  inflationary  increments  to  investment 
clearly  produces  cumulative  inflation.  I  therefore  take  leave  of  the 
idea  that  a  “big  push”  automatically  generates  its  own  saving. 

4.  W.  Arthur  Lewis,  op.  cit.,  pp.  217  et  seq. 
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Quite  a  different  line  of  thought  is  represented  by  those  who 
believe  that  consumption  lags  in  point  of  time  behind  variations  of 
income  because  consumption  is  somewhat  a  matter  of  habit.  Thus  if 
income  can  be  given  a  sudden  forward  thrust  by  a  “crash”  invest¬ 
ment  program,  voluntary  savings  will  for  a  while  be  a  larger  fraction 
of  income,  and  will  thus  lay  the  ground  for  further  advance.5 6 

It  is  amusing  to  observe  that  the  assumption  that  consumers  do 
not  keep  pace  with  the  rise  of  income  is  the  direct  opposite  of  the 
assumption  made  by  those  who  argue  that  a  sudden  increase  of 
income  will,  by  raising  the  level  of  living,  instill  higher  standards  of 
living  and  thus  reduce  the  birthrate.  Both  arguments  for  a  big  invest¬ 
ment  effort  cannot  be  simultaneously  valid.  In  view  of  the  force  of 
the  “demonstration  effect”  in  the  modern  world  and  the  tendency  of 
welfare  legislation  and  wage  demands  to  equal  or  outstrip  increases 
of  productivity,  I  should  not  be  hopeful  of  the  magnitude  of  sav¬ 
ings  to  be  achieved  through  a  lag  of  consumption.  But  I  should 
also  be  skeptical  of  the  lowering  of  birthrates  merely  through  a 
sudden  increase  of  income,  if  other  social  and  cultural  factors  remain 
unchanged. 

The  most  sophisticated  argument,  linking  an  accelerated  invest¬ 
ment  program  to  increased  savings,  has  been  formulated  by  Gerald 
Alter,  a  member  of  the  staff  of  the  International  Bank  for  Recon¬ 
struction  and  Development.6  As  the  title  of  Alter’s  paper  indicates, 
he  is  concerned  with  the  capacity  of  a  borrowing  country  to  service 
its  foreign  debt.  The  model,  constructed  upon  eight  variables,  shows 
“that  the  likelihood  of  being  able  to  service  a  larger  volume  of  foreign 
capital  is  greater  than  the  likelihood  of  servicing  a  smaller  volume  of 
capital  inflow,”  a  result  which  “follows  from  the  fact  that  very  small 
increases  in  the  required  marginal  savings  ratio  are  associated  with 
very  large  changes  in  per  capita  income.”  Alter  emphasizes  the 
“highly  favorable  savings  effect  which  a  ‘big  push’  makes  possible”; 
and  there  seems  to  be  no  question  that  his  model  could  be  extended 
from  the  servicing  of  foreign  debt  to  internally  held  public  or  private 
debt. 

But  the  author  himself  clearly  points  out  that  the  favorable  out¬ 
come  of  accelerated  investment  is  a  possibility  and  not  a  certainty. 

5.  This  seems  to  be  the  type  of  discontinuity  with  respect  to  savings  which 
Paul  Rosenstein-Rodan  has  in  mind;  cf.  his  “Notes  on  the  Theory  of  the  ‘Big 
Push’  ”  (mimeographed),  Roundtable  of  the  International  Economic  Association, 
Rio  de  Janeiro,  August  1957. 

6.  Gerald  M.  Alter,  “The  Servicing  of  Foreign  Capital  Inflows  by  Under¬ 
developed  Countries”  (mimeographed),  Roundtable  of  the  International  Eco¬ 
nomic  Association,  Rio  de  Janeiro,  August  1957. 
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Less  favorable  behavior  in  the  basic  variables  could  reverse  the  out¬ 
come,  as,  for  example,  if  the  capital  output  ratio  should  rise,  the 
required  amortization  period  for  the  debt  should  be  shortened,  popu¬ 
lation  growth  accelerated,  or  rates  of  interest  on  borrowed  funds 
increased.  The  chance  for  achieving  greater  income  by  expanded 
investment  is  matched  by  greater  risks.  Thus  Alter  recognizes  one 
of  the  “facts  of  life”  all  too  frequently  ignored  by  proponents  of  mas¬ 
sive  investment  programs.  Risk  is  a  genuine  economic  cost,  and  its 
rational  appraisal  might  easily  account  for  the  rejection  of  large-scale 
ventures  in  either  the  private  or  public  spheres.  Too  great  sensitivity 
to  risk  could  indeed  block  progress;  but  this  truth  scarcely  warrants 
the  conclusion  of  a  recent  writer  that  “Extra  funds  for  investment 
should  then  be  fearlessly  extracted  from  the  consumer  and  splashed 
about.”7 


Ill 


The  chief  basis  upon  which  the  “big  push”  of  investment  has 
been  justified,  since  its  original  enunciation  by  Paul  Rosenstein-Rodan 
a  decade  and  a  half  ago,8  has  been  the  possibility  of  realizing  exten¬ 
sive  external  economies,  and  this  ground  is  still  a  favorite  with  nearly 
all  writers  of  this  persuasion.  But  the  great  offset  to  the  possibility 
that  domestic  development  programs  should  give  rise  to  further  exter¬ 
nal  economies  has  been  definitively  set  forth  by  Professor  Viner: 
foreign  trade  makes  available  to  the  developing  country  the  much 
more  substantial  economies  realized  upon  world  markets,  independ¬ 
ently  of  home  investment.9  This  fact  is  now  recognized  by  Professor 
Rosenstein.1  But  he  fails  to  give  overt  recognition  to  the  further 
fact  adduced  by  Viner  that  the  newly  developing  countries  nowadays 
are  chiefly  primary  producers,  and,  as  such,  investment  for  exports 
and  for  marginal  import  substitutes,  where  external  economies  are 
presumably  negligible,  occupies  a  very  large  part  of  total  investment. 
For  this  entire  sector,  the  “big  push”  loses  its  specific  justification 
from  external  economies. 

We  are  left  then  with  that  portion  of  production  for  the  domestic 
market  which  does  not  substitute  for  imports.  Still,  this  can  be  a 
very  substantial  field,  embracing  purely  local  consumer  goods  pro- 

7.  P.  Wiles,  “Growth  versus  Choice,”  Economic  Journal,  LXVI  (June  1956), 

254. 

8.  P.  N.  Rosenstein-Rodan,  “Problems  of  Industrialization  of  Eastern  and 
South-eastern  Europe,”  Economic  Journal,  LIII  (June— Sept.  1943). 

9.  Jacob  Viner,  “Stability  and  Progress:  the  Poorer  Countries’  Problem,” 
First  Congress  of  the  International  Economic  Association,  Rome,  September  6-11, 
1956;  mimeographed  paper,  pp.  27-31. 

1.  Rosenstein-Rodan,  op.  cit. 
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duction  and  most  public  utilities  —  transportation,  communication, 
power,  water  and  sewerage  facilities,  and  the  like.  Even  here,  how¬ 
ever,  there  are  limits  to  potential  external  economies.  Viner  points 
out  that  certain  investments  —  presumably  in  the  case  of  fairly 
inelastic  demand  —  are  cost-reducing  rather  than  output-expanding. 
Since  external  economies  depend  upon  expansion  of  output  in  the 
initial  industry,  they  become  negligible  for  this  category  of  invest¬ 
ment.  I  should  like  to  call  attention  to  two  further  limitations  of 
considerable  significance.  In  the  field  of  purely  domestic  goods,  a 
large  fraction  will  be  personal  services  and  very  light  industry  (a 
good  deal  of  food  and  raiment  production)  in  which  the  “chunkiness” 
of  fixed  investment  is  unimportant  because  fixed  investment  is  itself 
a  small  fraction  of  costs.  Since  external  economies  are  simply  internal 
economies  in  adjacent  industries,  their  significance  is  correspondingly 
small  in  these  cases.  It  is  furthermore  worth  remembering  that,  in 
the  case  of  public  utilities,  potential  external  economies  do  not  per¬ 
tain  to  the  cost  of  the  equipment  of  these  industries  if  it  can  be  more 
cheaply  imported. 

Taken  together,  all  of  these  limitations  need  not  entirely  remove 
the  possibility  of  external  economies.  But  they  are  neither  as  uni¬ 
versal  as  often  supposed  nor,  when  they  actually  exist,  as  substantial. 
Furthermore  and  finally,  though  their  existence  does  increase  the  pro¬ 
ductivity  of  the  economy  for  given  magnitudes  of  investment,  they 
do  not  constitute  a  reason  for  a  concentration  of  investment  in  point  of 
time  if  —  as  would  appear  probable  in  any  but  the  smallest  countries 
—  the  “chunkiness”  of  individual  investments  levels  out  to  a  fairly 
full  utilization  of  capacities  in  the  aggregate  for  all  capital  facilities 
together.  This  is  a  decidedly  relevant  consideration  if  “accelerated 
investment”  is  taken,  not  as  simply  synonymous  with  more  invest¬ 
ment  continuously,  but  as  a  “big  push”  followed  by  a  lower  rate. 

IV 

Beyond  its  substantive  theoretical  basis  in  the  population,  sav¬ 
ings,  and  external  economies  arguments,  the  doctrine  of  accelerated 
rates  of  investment  has  overtones  for  policy  which  its  proponents,  I 
am  sure,  would  not  be  content  to  have  ignored.  One  of  these  is  the 
predilection  for  manufacturing  over  agricultural  and  other  primary 
industries.  In  part  this  predilection  may  simply  reflect  a  sentimental 
desire  to  see  the  country  “independent”  of  its  neighbors,  particularly 
the  richer  ones ;  but  in  part  it  may  rest  on  rational  arguments,  such  as 
the  improvement  in  labor  morale  which  is  supposed  to  attend  factory 
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production,  the  cultural  and  demographic  effects  of  large  cities,  which 
are  supposed  to  be  favorable  to  economic  progress,  and  the  risks  of 
primary  production  from  the  fluctuations  of  world  markets.  On  the 
other  hand,  agricultural  and  primary  types  of  production  have  in 
their  favor  that  they  utilize  the  relatively  abundant  factors  of  land 
and  labor  and  economize  capital;  that  characteristically  in  the  less 
developed  countries  they  provide  two-thirds  or  more  of  the  national 
income;  and  that,  by  the  same  token,  they  supply  the  chief  where¬ 
withal  for  industrial  imports  and  investment  in  general. 

It  would  scarcely  seem  necessary  at  the  present  stage  of  the 
debate  concerning  economic  development  to  say  that  the  merits  of 
investment  in  agriculture  versus  industry  have  to  be  settled  accord¬ 
ing  to  the  peculiarities  of  each  country.  By  consequence,  whatever 
merits  may  inhere  in  crash  programs  of  investment  may  just  as  well 
be  associated  with  agriculture  —  irrigation,  drainage,  transportation 
facilities,  reform  of  fragmented  land-holdings,  etc., — as  with  building 
industrial  plants;  in  particular  cases,  indeed,  more  so. 

Somewhat  similar  reflections  would  be  germane  to  the  penchant 
of  the  “big  push”  economists  for  planning,  state  direction  of  invest¬ 
ment,  and  extensive  controls.  Linear  programming,  for  example,  is 
essentially  an  information  service,  and  the  benefits  of  its  information 
may  just  as  well  be  made  available  to  private  as  to  public  entre¬ 
preneurs.  In  and  of  itself,  linear  programming  does  not  supply  any 
rationale  for  accelerated  investment.  If  it  should  appear  desirable 
to  supplement  private  voluntary  savings  by  the  fiscal  arm  of  the 
state,  the  funds  can  be  lent  to  private  firms.  The  theoretical  under¬ 
pinning  of  accelerated  investment  programs  pertains  to  a  rate  of 
investment,  and  not  necessarily  to  government  controlled  investment. 
Ordinary  economic  motivations  of  the  individual  and  the  firm  are  a 
powerful  engine  of  economic  progress.  It  would  be  regrettable  if  the 
economists  of  the  free  world  created  an  impression  to  the  contrary. 

V 

What,  in  conclusion,  may  be  said  of  the  general  merits  of  the 
“big  push”  philosophy  of  economic  development?  As  a  starting  point 
for  development  some  kind  of  impulse  is,  of  course,  necessary;  a 
change  from  stagnation  is  not  likely  to  come  by  almost  impercep¬ 
tible  degrees.  Economic  historians  and  cultural  anthropologists  have 
pointed  to  various  prime  movers  in  economic  change:  to  the  roles  of 
the  foreign  trader  and  foreign  capital,  to  immigration  and  the  trans¬ 
fer  of  techniques,  to  the  process  of  technical  innovation  itself,  to 
cultural  change,  and  to  political  revolution.  Among  these,  intensive 
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programs  of  state  investment,  as  in  the  Japanese  and  Russian  cases, 
should  certainly  take  their  place.  But  they  are  by  no  means  the 
only  or  even  the  chief  channel  through  which  development  can  be 
achieved ;  and  the  demographic  advantages,  the  capital  accumulation, 
and  the  external  economies  to  be  expected  from  crash  programs  of 
government  investment  can  easily  be  overrated. 

A  statistical  summary  of  recent  economic  development  through¬ 
out  the  world  by  John  H.  Adler  reaches  the  important  conclusion, 
among  others,  that  “a  relatively  low  level  of  investment  ‘pays  off’ 
well  in  the  form  of  additional  output.”2  The  author  emphasizes  this 
conclusion  most  sharply  in  connection  with  India  and  Pakistan;  but 
the  chief  reason  for  this  conclusion,  the  prevailingly  low  capital- 
output  ratio,  is  also  characteristic  of  many  other  of  the  less  developed 
countries  of  Asia  and  Latin  America  as  his  statistics  reveal.  Thus 
it  appears  that  it  is  far  from  generally  true  that  a  massive  injection 
of  capital  is  a  precondition  of  growth. 

A  general  weakness  of  the  “big  push”  doctrine  is  that  it  fre¬ 
quently  ignores  the  conditions  for  evoking  the  investment  to  which  it 
ascribes  such  potency  in  the  general  picture  of  development,  as  well 
as  neglecting  the  conditions  under  which  investments,  once  made,  can 
be  fruitful.  It  is  through  the  assumption  of  a  deus  ex  machina,  the 
state,  which  does  all  or  most  of  the  investing,  that  this  theory  is  able 
to  avoid  the  problems  of  securing  not  only  the  saving,  but  also  the 
willingness  to  undergo  risk,  which  is  implied  in  investment.  And  it 
is  only  through  a  singular  narrowness  that  the  theory  often  implies 
that  it  tells  the  whole  story  of  the  successful  operation  of  the  economy, 
once  the  investment  is  made. 

In  point  of  fact,  the  conditions  for  the  evoking  of  private  invest¬ 
ment  and  the  conditions  for  the  profitable  use  of  capital  are  largely 
the  same.  I  should  place  high  upon  this  list  the  existence  of  stable 
and  honest  government,  the  absence  of  inflation,  and  the  accessibility 
of  the  economy  to  the  gains  of  foreign  trade  and  commerce.  But 
other  factors,  such  as  the  improvement  of  general  and  technical  educa¬ 
tion,  the  amelioration  of  agriculture  (which  bulks  large  in  nearly  all 
low-income  countries),  and  progress  along  the  family-limitation  front 
would  seem  to  be  equally  critical.  Taken  together,  or  in  some  cases 
even  singly,  we  would  seem  to  have  identified  a  number  of  factors  in 
economic  progress  which  could  outweigh  a  burst  of  state-engineered 
investment. 

Some  food  for  thought  concerning  programs  of  intensive  invest- 

2.  John  H.  Adler,  “World  Economic  Growth  —  Retrospect  and  Prospects,” 
Review  of  Economics  and  Statistics,  XXXVIII  (Aug.  1956),  279;  cf.  also,  283. 
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ment  would  seem  to  be  offered  by  certain  points  made  recently  by 
bimon  Kuznets.  His  statistical  and  historical  studies  lead  to  the 
conclusion  that  “current  international  differences  in  per  capita  income 
are  congealed  effects  of  past  differences  in  the  rate  of  growth  of  per 
capita  income.”  How  far  would  it  be  necessary  to  go  back  into  the 
history  of  the  more  advanced  countries  to  reach  levels  comparable 
to  the  per  capita  incomes  of  the  currently  less  developed  countries? 
The  answer  is  that  we  should  have  to  go  back  about  ten  decades  to 
reach  the  current  income  level  of  Latin  America  and  about  fifteen 
decades  for  that  of  Africa  and  Asia.3  Thus,  even  at  a  very  early  stage 
in  the  industrialization  of  Western  Europe,  per  capita  incomes  were 
probably  as  high  as  in  Latin  America  today  and  certainly  higher  than 
m  Asia  and  Africa.  The  economic  development  of  the  most  advanced 
countries,  at  least,  scarcely  seems  to  be  the  result  of  crash  programs. 

University  of  California 
Berkeley 

.  Simon  Kuznets,  “Quantitative  Aspects  of  the  Economic  Growth  of 
Nations,  m  Economic  Development  and  Cultural  Change,  Vol.  5  (Oct.  1956)-  see 
especially  pp.  23-25.  ’ 
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I.  Introduction 

Manoilesco,  Viner,  and  Haberler 

In  a  1932  review  of  Manoilesco’s  Theory  of  Protection  and  Inter¬ 
national  Trade,1  Professor  Viner  noted  that  protection  of  manufactured 
products  would  increase  real  income  if  a  country  had  “comparative 
labor  advantage”  in  them  but  monopoly  held  wages  so  high  in  manu¬ 
facturing  that  imports  could  undersell  them.2  He  added  that  free 
trade,  which  would  force  the  monopolists  to  reduce  their  wages  and 
cause  the  comparative  advantage  of  manufacturing  to  be  revealed  in 
market  prices,  would  accomplish  the  same  effect. 

Eighteen  years  later  Viner  returned  to  the  subject  in  one  of  a 
series  of  lectures  at  the  Brazilian  Institute  of  Economics.3  This  time 
he  suggested,  as  appropriate  remedies  for  the  wage  or  price  aberration, 
increasing  the  mobility  of  labor  in  agriculture  by  providing  informa¬ 
tion  and  training,  and  breaking  the  monopolies,  if  any,  by  which 

*  The  thesis  presented  here  was  originally  presented  in  a  brief  note.  Discus¬ 
sion  of  that  thesis  with  a  number  of  persons  indicated  the  desirability  of  stating 
the  proofs  of  several  steps  initially  treated  as  axiomatic  or  self-evident.  These 
persons  include  Werner  Baer,  Francis  M.  Bator,  Richard  S.  Eckaus,  Gottfried 
Haberler,  and  Stephen  H.  Hymer.  I  am  especially  grateful  to  Mr.  Hymer  for 
calling  my  attention  to  an  error  in  my  initial  geometry,  to  Professor  Haberler 
for  helpful  comments  on  a  draft  of  the  present  manuscript,  and  to  Albert  0. 
Hirschman  for  suggesting  elaboration  of  an  ambiguous  point.  Of  course,  none 
of  these  persons  is  responsible  for  errors  which  may  remain. 

1.  Mihail  Manoilesco,  The  Theory  of  Protection  and  International  Trade 
(London,  1931).  A  French  edition  had  appeared  in  1929. 

2.  In  The  Journal  of  Political  Economy,  XL  (Feb.  1932),  reprinted  in 
International  Economics:  Studies  by  Jacob  Viner  (Glencoe,  Ill.,  The  Free  Press, 
1951),  the  argument  stated  by  Viner  is  not  Manoilesco’s.  Though  Manoilesco 
did  not  realize  it,  his  basic  (and  erroneous)  equation  (p.  103  of  his  book)  reduces 
to  the  statement  that  a  country  benefits  by  exchanging  agricultural  for  manu¬ 
factured  products  only  if  its  agriculture  is  more  efficient,  in  some  absolute  sense, 
than  its  manufacturing. 

3.  Published  under  the  title,  International  Trade  and  Economic  Development 
(Glencoe,  Ill.:  The  Free  Press.  1952). 
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manufacturing  exploits  agriculture.  Simultaneously,  the  June  1950 
issue  of  the  Economic  Journal  appeared  carrying  a  notable  article  in 
which  Haberler  dealt  with  the  general  topic,  and  three  months  later 
Haberler  discussed  it  again  in  a  paper  presented  to  a  Round  Table 
held  by  the  International  Economics  Association.4 

In  his  Economic  J oumal  article,  extending  the  production-possi¬ 
bility-curve  geometry  made  familiar  in  the  international  trade  context 
by  the  Stolper-Samuelson  analysis,6  he  noted  that  the  test  of  compara¬ 
tive  advantage  is  not  relative  money  costs  in  the  production  of  differ¬ 
ent  commodities  within  a  country,  compared  with  relative  prices  of 
the  commodities  if  imported,  but  rather  the  marginal  rate  of  substitu¬ 
tion  (marginal  transformation  ratio)  within  the  country,  i.e.,  the 
amount  of  one  that  can  be  produced  by  sacrificing  output  of  the 
other,  compared  with  the  relative  price  if  imported.  He  assumed 
intuitively  that  if  wages  for  equivalent  labor  (or  the  unit  costs  of 
other  inputs)  are  higher  in  manufacturing  than  in  agriculture,  the 
exchange  ratio  (with  agricultural  products  in  the  numerator)  will  be 
greater  than  the  marginal  transformation  ratio.  (The  exchange  ratio 
is,  of  course,  the  reciprocal  of  the  price  ratio.)  In  this  case,  welfare 
in  the  economy  may  be  increased  by  producing  manufactured  prod¬ 
ucts  at  home,  even  though  they  are  more  expensive  relative  to  agri¬ 
cultural  products  at  home  than  abroad  and  manufacturing  can  survive 
at  home  only  if  protected.  He  demonstrated  that  in  three  cases  this 
may  (but  will  not  necessarily)  be  true.  The  cases  are  those  of  com¬ 
plete  or  partial  factor  immobility  combined  with  complete  or  partial 
factor  price  rigidity,  external  economies,  and  infant  industry.  In  each 
case,  higher  aggregate  real  income  is  purchased  at  the  cost  of  some 
unemployment. 

The  argument  of  this  paper 

It  is  the  purpose  of  this  paper  to  generalize  and  extend  the 
Haberler-Viner  argument,  and  to  apply  it  to  the  case  of  economic 
growth.  The  argument  advanced  takes  as  a  point  of  departure  the 
empirically  observed  fact  that  in  an  economy  in  which  per  capita 
income  is  rising  secularly,  the  output  of  manufacturing  and  mining 
grows  secularly  relative  to  that  of  agriculture,  and  the  inputs  required 

4.  Gottfried  Haberler,  “Some  Problems  in  the  Pure  Theory  of  International 
Trade,”  Economic  Journal,  LX  (June  1950),  223-40;  and  “Real  Cost,  Money 
Cost,  and  Comparative  Advantage,”  International  Social  Science  Bulletin,  Spring 
1951,  pp.  54-58. 

5.  Wolfgang  F.  Stolper  and  Paul  A.  Samuelson,  “Protection  and  Real 
Wages,”  Review  of  Economic  Studies,  IX  (Nov.  1941),  reprinted  in  Readings  in 
the  Theory  of  International  Trade  (American  Economic  Association,  1949). 
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in  manufacturing  and  mining  likewise  grow  secularly  relative  to  those 
in  agriculture.  The  same  statements  may  be  made  of  all  non¬ 
agriculture;  for  simplicity,  a  two-sector  economy  consisting  of  agri¬ 
culture  and  manufacturing  will  be  considered,  and  a  comment  about 
the  more  complex  case  will  be  added  at  the  end  of  the  discussion. 

As  a  result  of  this  secular  trend,  except  in  the  unreal  case  of  per¬ 
fect  geographic  and  occupational  mobility  of  labor,  wages  in  manu¬ 
facturing  must  be  higher  than  in  agriculture.  This  is  true  even  in 
the  long  run,  and  even  assuming  complete  absence  of  monopoly  in 
all  markets.  If  they  are  not  higher,  manufacturing  will  not  obtain 
the  continuing  stream  of  added  labor  that  it  needs.  This  wage  dis¬ 
parity  is  consistent  with  full  employment.  As  a  result  of  the  wage 
disparity,  manufacturing  industry  having  a  real  comparative  advan¬ 
tage  will  be  undersold  by  imports  when  the  foreign  exchanges  are  in 
equilibrium.  Protection  which  permits  such  industry  to  exist  will 
increase  real  income  in  the  economy.  However,  a  subsidy  per  unit 
of  labor  equal  to  the  wage  differential  will  increase  real  income  further, 
and  if  combined  with  free  trade  will  permit  attaining  an  optimum 
optimorum. 

The  proof  of  these  propositions  is  spelled  out  in  Section  III 
geometrically  and  where  the  geometric  proof  is  not  obvious  algebrai¬ 
cally.  In  Section  IV  some  morals  are  drawn.  Meanwhile,  however, 
empirical  background  which  causes  the  theory  to  be  of  interest  is 
discussed  in  Section  II. 

II.  The  Empirical  Evidence 

Economic  growth  and  wage  differentials 

Economic  growth  • —  continuing  rise  in  per  capita  income  over 
the  long  run  —  is  characteristic  of  the  entire  Western  world  and  of 
some  Latin  American  countries,  and  may  now  be  beginning  in  China, 
India,  and  elsewhere.  It  is  hardly  necessary  to  introduce  empirical 
evidence  to  demonstrate  that  in  a  growing  economy  wages  for  equiva¬ 
lent  labor  are  higher  in  manufacturing  than  in  agriculture,  for  the 
logic  of  the  situation  is  clear.  As  is  well  known,  with  continuing  rise 
in  per  capita  income  comes  continuing  rise  in  the  share  of  output 
contributed  by  industry  (manufacturing,  mining,  construction,  etc.) 
and  continuing  fall  in  the  share  contributed  by  agriculture.  While 
labor  productivity  may  rise  faster  in  industry  than  in  agriculture,  the 
differential  increase  in  productivity  has  historically  in  every  country 
been  less  than  the  differential  increase  in  output,  and  the  fraction  of 
the  labor  force  employed  in  industry  continues  to  rise  and  that  in 
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agriculture  to  fall,  in  the  short,  intermediate,  and  long  run  (except 
during  depressions). 

Coupled  with  this  labor  force  shift  Is  a  differentially  greater  birth 
rate  in  rural  than  in  urban  areas,  by  virtue  of  which  the  number  of 
laborers  who  must  be  pushed  out  of  farm  areas  and  pulled  into  indus¬ 
try,  decade  after  decade,  is  even  greater  than  is  indicated  by  the  ever- 
continuing  shift  in  their  fractions  of  total  employment. 

In  this  process  there  exists  a  force  which  throughout  the  short, 
intermediate,  and  long  run  tends  to  draw  the  system  away  from 
static  equilibrium.  Only  if  there  were  perfect,  i.e.,  instantaneous, 
geographic  and  occupational  mobility  of  labor,  could  returns  to  labor 
be  equal  in  agriculture  and  industry  in  such  a  system.  Labor  is  not 
perfectly  mobile.  To  shift  to  an  urban  job  new  skills  must  be  learned, 
friends  and  acquaintances  left,  and  an  old  way  of  life  abandoned  for 
a  new  one  which,  even  though  it  may  be  equally  or  more  attractive 
when  adapted  to,  is  initially  unknown  and  perhaps  forbidding.  A 
wage  differential  is  required  to  overcome  these  frictions.  And  even 
though  labor  moves  in  rasponse  to  the  wage  differential,  the  labor 
market  remains  out  of  equilibrium  and  the  differential  must  persist. 
For  the  industrial  demand  for  labor  continues  to  grow,  and  new 
workers  must  continually  be  recruited  from  rural  areas.  As  the 
supply  curve  of  industrial  labor  moves  to  restore  the  equilibrium 
wage,  the  demand  curve  moves  so  as  to  prevent  its  restoration. 
Improvement  in  the  knowledge  and  training  of  rural  workers  would 
lessen  the  wage  differential,  but  in  view  of  the  other  impediments  to 
leaving  one’s  home  and  community  to  go  to  a  community  with  differ¬ 
ent  values  and  customs,  such  improvement  could  not  eliminate  it.® 

Though  the  logic  of  the  wage  situation  seems  conclusive,  it  may 
be  well  to  present  relevant  empirical  evidence.  There  is  empirical 
justification  for  the  assumption  that  real  wage  rates  for  equivalent 
quality  labor,  even  in  the  long  run,  are  higher  in  industry  than  in 
agriculture. 

The  data 

That  money  incomes  per  person  engaged  are  very  generally 
markedly  higher  in  manufacturing,  or  in  “industry,”  including  min¬ 
ing  and  construction,  than  in  agriculture  is  abundantly  clear.  Where 
data  are  available  in  presently  underdeveloped  countries,  they  con- 

6.  Removing  monopoly  elements  that  may  be  present  in  the  determination 
of  industrial  wages  might  lessen  but  would  not  eliminate  the  agricultural-industrial 
wage  differential.  Part  of  the  differential  often  attributed  to  monopoly  may  in 
fact  be  due  to  the  force  sketched  in  the  text  above. 

Presumably  the  differential  in  real  wages  will  depend  not  only  on  the  degree 
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firm  the  fact.7  On  the  basis  of  national  income  data  for  various  coun¬ 
tries  and  estimates  (some  not  published)  made  in  the  course  of  research 
on  low  income  countries,  many  workers  experienced  in  research  in 
economic  development  assume  as  a  rule  of  thumb  that  income  per 
person  engaged  in  all  nonagricultural  pursuits  combined  will  in  a 
low  income  country  typically  be  between  2  and  2.5  times  that  per 
person  engaged  in  agriculture  including  in  the  latter  income  in  kind, 
and  that  income  per  person  engaged  in  industry,  including  small  scale 
or  cottage  industry,  will  typically  be  slightly  below  that  in  all  non¬ 
agriculture  —  say  80  to  90  per  cent  of  the  latter.8  There  are  undoubt¬ 
edly  a  number  of  exceptions  to  this  rule  of  thumb,  but  it  gives  a  rough 
idea  of  the  general  picture. 

Firmer  quantitative  evidence  is  presented  by  Simon  Kuznets,  in 
his  estimates  of  the  sectorial  distribution  of  income  over  a  long  period 
in  fourteen  countries,9  and  in  recent  years  in  forty-five  countries.1 

of  imperfection  of  knowledge  and  training,  but  also  on  the  differential  rate  of 
expansion  of  industry  and  agriculture.  The  curve  of  supply  of  labor  to  industry 
is  a  rising  function  of  the  wage  differential,  and  the  curve  of  demand  for  labor  in 
industry  a  falling  function  of  the  wage  differential.  If  the  rate  of  expansion  of 
industry  rises,  the  demand  curve  shifts  upward,  causing  the  point  of  equilibrium 
wage  differential  to  move  upward  (greater  labor  flow)  and  to  the  right  (higher 
wage  differential)  along  the  supply  curve. 

7.  For  example,  V.  K.  R.  V.  Rao,  The  National  Income  of  British  India, 
1981-82  (London:  Macmillan  &  Co.  Ltd.,  1940),  p.  253,  estimates  that  in  1931-32 
income  per  occupied  person  was  Rs.  124-133  in  agriculture,  and  Rs.  192-195  in 
industry.  Official  estimates  of  the  distribution  of  the  Indian  labor  force  in  1951 
and  of  Indian  national  income  by  industrial  origin  for  April  1950-March  1951 
indicate  income  per  person  engaged  in  industry  (including  mining  and  small-scale 
enterprise)  2.33  times  that  in  agriculture.  Since  the  labor  force  estimates  for 
industry  include  all  construction  whereas  the  national  income  estimates  may  exclude 
construction  activity  in  commerce,  transport,  communication  and  government, 
the  calculation  may  understate  the  ratio.  The  labor  force  data  are  from  Papers 
Relating  to  the  Formulation  of  the  Second  Five-Year  Plan  (Delhi:  Government  of 
India,  Planning  Commission),  p.  237,  the  national  income  data  from  Estimates  of 
National  Income,  194-8-49  to  1951-52,  Government  of  India,  Central  Statistical 
Organization,  Sept.  1954. 

8.  I  make  this  statement  on  the  basis  of  discussion  with  colleagues  at  the 
Center  for  International  Studies  and  with  a  few  research  economists  elsewhere, 
ouch  bases  for  estimate  as  are  presented  in  various  volumes  written  by  missions 
of  the  International  Bank  for  Reconstruction  and  Development  to  underdeveloped 
countries  are  consistent  with  this  generalization.  The  sources  concerning  India 
cited  in  the  previous  note  indicate  income  per  person  engaged  in  all  nonagriculture 
2.57  times  that  in  agriculture  and  income  per  person  engaged  in  industry  .90 
times  that  in  all  nonagriculture. 

9.  Kuznets  presents  data  for  fifteen,  but  for  one  of  these  he  has  no  data 
for  manufacturing  separately. 

1.  For  both  the  recent  and  long-term  data,  see  his  Quantitative  Aspects  of  the 
Economic  Growth  of  Nations;  II.  Industrial  Distribution  of  National  Product  and 
Laoor  Force,  being  a  Supplement  to  Economic  Development  and  Cultural  Change, 
V,  No.  4  (July  1957),  Appendix  Tables  5  and  6. 
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To  conserve  space,  the  data  for  recent  years  are  not  summarized  here 
except  to  state  that  they  show  a  predominance  of  markedly  higher 
“e  in  manufacturing  than  in  agriculture  throughout  the  world. 
The  fourteen  countries  for  which  data  extending  farther  back  in 
tune  are  available  are  France,  Germany,  the  Netherlands,  Norway 
Sweden  the  United  Kingdom,  Italy,  Hungary,  Japan,  Canada,  the 
United  States,  the  Union  of  South  Africa,  Australia  and  New  Zea¬ 
land.2  In  only  two  of  these  countries,  Australia  and  New  Zealand 
where  industry  did  not  grow  out  of  agriculture,  the  two  being  devel¬ 
oped  more  or  less  simultaneously  by  immigrants,  do  incomes  in  agri¬ 
culture  show  a  persistent  tendency  to  be  higher  than  in  manufactur¬ 
ing.  (This  was  reversed  in  Australia  during  the  depression.)3  For 
eleven  of  the  countries,  data  are  available  back  to  1900  or  earlier. 
In  every  one  of  these  eleven  except  the  United  States  and  New 
Zealand,  the  ratio  of  earnings  in  manufacturing  to  those  in  agriculture 
rose  from  the  nineteenth  century  to  the  twentieth.  Table  I  presents 
simple  averages  of  the  earlier  and  later  ratios.  The  median  of  the 
nineteenth  century  averages  is  1.42,  of  the  twentieth  century  aver¬ 
ages,  1.89 

TABLE  I 


Trends  in  Ratio  of  Monet  Income  per  Person  Engaged  in  Manufacturing 

TO  THAT  PER  PERSON  ENGAGED  IN  AGRICULTURE 


Country 

Early  Period 

Period 

Ratio 

Period 

Ratio 

France 

1815-1898 

1.50 

1906-1949 

1.89 

Germany 

1882-1899 

1.42 

1905-1951 

2.16 

Sweden 

1869-1901 

1.81 

1909-1951 

2.52 

United  Kingdom 

1895 

1.08 

1911-1954 

1.46 

Italy 

1862-1901 

.94 

1906-1954 

1.63 

Hungary 

1899-1901 

1.66 

1911-1943 

2.12 

Japan 

1878-1902 

2.29 

1903-1942 

2.41 

Canada 

1880-1900 

1.23 

1910-1953 

2.03 

United  States 

1869-1899 

2.17 

1904-1954 

1.67 

Australia 

1891-1901 

.71 

1911-1939 

1.04 

New  Zealand 

1901 

.65 

1926-1936 

.53 

Source:  Computed  from  Kuznets,  loc.  cit. 


These  figures,  of  course,  reflect  profits  and  other  nonwage  earn¬ 
ings.  The  superiority  irn  manufacturing  is  so  great  as  to  make  it 
virtually  certain  that  wage  earnings  per  worker  in  manufacturing  are 
also  generally  higher  than  in  agriculture.  Even  this  deduction  does 

2.  In  genera],  the  computations  for  agriculture  include  unpaid  family 
workers  in  the  agricultural  labor  force. 

3.  In  Britain,  income  per  person  engaged  is  higher  in  agriculture  after 
World  War  II. 
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not,  however,  answer  the  question  pertinent  here,  namely  whether 
wages  for  jobs  of  comparable  skill  —  or,  for  skills  quickly  learned  by 
workers  of  a  given  level  of  ability  and  training  —  are  higher  than  the 
wages  of  such  workers  in  agriculture. 

With  respect  to  this  comparison  in  underdeveloped  countries  the 
opinion  of  persons  who  have  relevant  knowledge  of  those  countries  is, 
to  my  knowledge,  unanimous.  Industrial  wages  in  such  countries, 
paid  to  workers  “fresh  from  the  country,”  are  considerably  above 
agricultural  incomes.4 

TABLE  II 


Weekly  Wages,  Selected  Countries,  Workers  in  Agriculture, 
Unskilled  Urban  Workers,  and  Skilled  Urban  Workers 


1 

2 

3 

4 

5 

6 

7 

Country 

Year 

Unit 

Agriculture 
(Male  only) 

Unskilled 

Urban 

Skilled 

Urban 

5-J-4 

Canada 

1953 

Dollars 

37.80 

52.861 

66.491 

1.40 

Chile 

1952 

Pesos 

633.602 

896.52 

1220.28 

1.41 

Denmark 

1953 

Kroner 

132.603 

189.124 

216.964 

1.43 

Finland 

1952 

Markkaa 

3966.006 

4931.  001.6 

5562. 00l 

1.24 

Ireland 

1953 

Pence 

1626.00 

1542.00 

1939.00 

0.95 

Japan 

1950 

Yen 

1062.006 

2338.001 

3851. 001 

2.20 

Portugal 

1953 

Escudos 

121.92 

172.80 

275.04 

1.42 

Sweden 

1952 

Kroner 

120.98 

190.487 

226.587 

1.57 

U.  S. 

1953 

Dollars 

34.87 

70.52 

93.93 

2.02 

Source:  International  Labour  Office,  Yearbook  of  Labour  Statistics,  1954:  For  agriculture 
Table  19;  for  urban  workers,  Table  20.  Data  for  agriculture  are  for  the  “complete  wage”  (worker 
remunerated  wholly  in  cash).  Generally,  data  in  the  Yearbook  for  agriculture  were  for  daily  wages ; 
these  figures  were  multiplied  by  6  to  obtain  the  weekly  wage  figures  shown.  For  Finland  and  the 
United  States,  monthly  wage  figures  wTere  divided  by  4.33 ;  for  Sweden,  annual  figures  were  divided 
by  52. 

The  figures  for  unskilled  labor  for  each  country  are  a  simple  average  of  wages  of  unskilled 
workers  in  those  among  the  following  industries  for  which  data  were  given  for  the  country:  textiles, 
printing  and  publishing,  chemicals,  iron  and  steel,  machinery,  construction,  electric  light  and 
power.  The  figures  for  skilled  workers  for  each  country  are  a  simple  average  of  wages  of  skilled 
workers  in  those  among  the  following  occupations  for  which  data  were  given  for  the  country: 
loom  fixers,  cabinet  makers,  iron  and  steel  melters,  machinery  assemblers,  garage  mechanics, 
carpenters,  truck  drivers.  Except  as  shown,  the  figures  are  for  "average  wages.’  For  most  coun¬ 
tries,  data  were  given  for  several  cities.  These  were  averaged.  The  data  for  urban  workers  were 
for  wages  per  hour.  W eekly  wages  were  computed  by  multiplying  by  the  average  number  of  hours 
worked  per  week  in  the  country.  Except  as  indicated,  the  number  of  hours  used  was  that  shown  in 
Table  16,  "Normal  Hours  of  Work  in  41  Occupations,  October,  1953.” 

1.  Computed  by  using  "actual  hours  worked  per  week”  in  manufacturing  (Table  13-A). 

2.  "Cash  including  value  of  board  and  lodging.” 

3.  "Average  earnings." 

4.  Computed  by  assuming  48  hours  per  week. 

5.  “Minimum  rates.” 

6.  Male  and  female. 

7.  "Earnings.” 

The  best  direct  quantitative  evidence  available  consists  of  wage 
comparisons  derived  from  the  International  Labour  Office  Yearbook 
of  Labour  Statistics.  Table  II  presents  a  comparison  of  wages  of 

4.  W.  A.  Lewis  suggests  that  wages  in  the  “capitalist  sector”  are  “usually” 
equal  to  income  in  the  “subsistence  sector”  plus  “30  per  cent  or  more.”  See  his 
“Economic  Development  with  Unlimited  Supplies  of  Labour,”  Manchester  School, 
May  1954,  p.  150.  His  observation  is  presumably  based  only  on  casual  empiri¬ 
cism,  but  it  accords  in  general  with  the  empirical  observations  of  many  other 
observers. 
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agricultural  workers  and  unskilled  and  skilled  urban  workers  for  all 
countries  for  which  data  are  available  in  the  1954  Yearbook. 

Except  for  Ireland  (where  Kuznets’  data  for  recent  years  show 
higher  income  per  person  engaged  in  agriculture  than  in  manufactur¬ 
ing),  wages  of  unskilled  urban  workers  are  indicated  as  markedly 
higher  than  wages  of  males  in  agriculture.  Wages  for  the  fairly  high- 
skilled  occupations  shown  are,  of  course,  much  higher  still.  The 
agriculture-urban  differential  exists  in  underdeveloped  and  economi¬ 
cally  advanced  countries  alike;  the  available  evidence  suggests  that 
it  does  not  disappear,  or  even  diminish,  in  the  course  of  development. 
It  is  a  persistent  long-run  phenomenon.  While  the  evidence  is  not 
absolutely  conclusive,  the  presumption  is  very  strong. 


Are  the  differences  real ? 


One  possible  explanation  of  this  wage  differential  of  course  is 
that  it  is  not  real.  Farm  wage  statistics  are  difficult  of  interpretation; 
the  statistics  cited  may  be  unrepresentative.  Or,  the  quality  of 
unskilled  labor  in  cities  may  be  higher  than  that  in  the  country.  Or, 
the  excess  money  income  paid  to  factory  workers  may  be  just  enough 
to  compensate  them  for  extra  money  expenses  and  the  lesser  conven¬ 
iences  of  city  life,  and  for  the  lesser  satisfactions,  or  greater  dissatis¬ 
factions,  of  factory  work.  Because  of  the  problem  of  changed  tastes 
after  farm  workers  have  shifted  to  cities,  comparison  of  costs  and 
satisfactions  in  the  two  situations  is  difficult. 


But  fondness  for  the  good  old  days  and  romantic  notions  of 
pastoral  life  should  not  make  us  forget  that  the  city  has  not  only 
inconveniences,  but  also  great  attractions  for  almost  any  taste,  and 
that  the  inconveniences  (chiefly  of  transportation)  are  at  their 
extreme,  not  at  their  mode,  in  the  largest  cities,  which  usually  come 
to  our  minds.  It  is  clear  that  persons  who  have  experienced  both 
rural  and  urban  life  tend  to  prefer  the  urban.  Few  persons  who  move 
from  farm  to  city  move  back;  and  few  persons  ever  move  from  city 
to  farm.  It  is  reasonable,  therefore,  on  purely  empirical  as  well  as 
on  logical  grounds  to  conclude  that  the  factory-farm  difference  in 
money  income  includes  a  significant  difference  in  real  income.  It  is 
plausible  to  assume  a  persisting  difference  in  factor  payments  to 
identical  inputs,  or  to  inputs  identical  except  for  negligible  training 
cost. 


A  model  with  a  wage  differential  between  agriculture  and  indus¬ 
try,  caused  only  by  the  dynamics  of  the  system  and  the  drag  of 
imperfect  labor  mobility,  is  therefore  of  great  empirical  interest. 
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III.  The  Analytical  Model 

The  one-factor  case 

Conclusions  of  rather  wide  importance  are  drawn  here  from  the 
assumption  of  a  wage  differential.  Since  they  are  of  a  nature  that 
is  repugnant  to  the  social  welfare  “instincts  of  many  and  perhaps 
most  economists,  let  us  consider  both  a  one-factor  and  two-  (many-) 
factor  case,  and  spell  out  the  proofs  with  some  care. 

Figure  I  illustrates  the  one-factor  case.  Let  labor  be  the  only 
input,  inelastic  in  supply.  Let  A  represent  the  output  (“apples”) 
of  agriculture,  and  M  the  output  (“suits”)  of  manufacturing.  Let 


Quantities  of  M 
FIGURE  I 

Free  Trade  and  Protectionism  in  the  One-Factor  Case 


AM  be  the  marginal  transformation  curve  relative  to  apples  and 
suits.  Since  there  is  only  one  factor,  it  is  a  straight  line.6  But  let 
wages  in  manufacturing  be  twice  as  high  as  in  agriculture.  Since  the 
cost  of  labor  is  the  only  cost  of  production,  the  domestic  price  ratio 

p 

— —  will  be  twice  as  great,  and  the  exchange  ratio,  the  number  of 
Pa 

units  of  M  exchanged  for  one  of  A,  one-half  as  great,  as  the  trans- 

5.  It  will  be  concave  upward  at  A,  if  there  is  a  minimum  size  plant  for  the 
production  of  suits  below  which  size  production  is  inefficient.  Similarly  at  M 
for  the  production  of  apples.  As  is  usual  in  drawing  transformation  curves,  I 
ignore  this  possibility  both  here  and  in  Figures  II  and  III. 
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formation  ratio.  Let  APt  (or  the  dashed  line  parallel  to  it  through  D) 
be  this  domestic  exchange  ratio.  And  let  the  external  exchange  ratio, 
APe,  be  between  AP,  and  AM  in  slope.  The  numbered  curves 
concave  upward  are  community  indifference  curves.  With  due 
recognition  of  the  inaccuracy  of  assuming  one  set  of  such  curves, 
because  a  change  in  the  composition  of  output  changes  the  distribu¬ 
tion  of  income  and  hence  affects  the  shape  of  the  curves,  I  use  a  single 
set  for  convenience  in  exposition.  Since  it  is  reasonable  to  assume 
continuity  in  shifts  in  the  curves,  no  plausible  assumption  about 
shifts  in  them  associated  with  changes  in  the  composition  of  output 
will  alter  the  conclusions  reached  here. 

If  free  international  trade  is  permitted,  no  one  will  buy  suits  for 
apples  at  home,  because  imported  suits  are  cheaper  in  terms  of  apples. 
The  economy  will  specialize  in  the  production  of  apples;  i.e.,  produc¬ 
tion  will  be  at  the  point  A.  Since  consumers  are  willing  to  exchange 
apples  for  suits  at  a  ratio  equal  to  the  slope  of  indifference  curve  1, 
they  will  gladly  exchange  domestically  produced  apples  for  imported 
suits  at  the  exchange  ratio  APe.  AB  of  apples  will  be  exchanged  for 
BC  of  suits,  bringing  the  economy  to  indifference  curve  2,  the  highest 
curve  that  can  be  reached  by  this  trading. 

Suppose  now  that  international  trade  is  prevented,  by  prohibitive 
tariff  or  other  device.  Indifference  curve  1  indicates  that  some  con¬ 
sumers  are  willing  to  trade  apples  for  suits  on  even  worse  terms  than 
the  domestic  exchange  ratio  AP*.  They  will  therefore  offer  to  do  so 
at  that  ratio,  and  producers  will  turn  to  the  production  of  suits.  As 
they  do  so,  they  will  however  move,  not  along  the  exchange  ratio 
line  APi,  but  along  the  transformation  curve  AM.  They  will  move 
along  that  curve  as  far  as  the  demand  for  suits  at  a  price  equal  to  or 
above  the  exchange  ratio  APi  persists,  i.e.,  until  that  price  ratio  is 
tangent  to  a  community  indifference  curve,  as  at  point  D.  This  is 
the  equilibrium  point,  for  consumers  would  exchange  more  apples  for 
suits  only  at  an  exchange  ratio  more  favorable  to  suits;  and  will 
exchange  suits  for  apples  only  at  a  rate  more  favorable  to  apples.  At 
point  D,  on  indifference  curve  3,  welfare  is  greater  than  could  be 
attained  by  international  trade. 

The  two-factor  case 

Before  drawing  implications  from  this  conclusion,  let  us  turn  to 
the  two-factor  case.  In  Figure  II,  ARM  is  the  “efficiency  locus,” 
i.e.,  the  transformation  curve  between  A  and  M  assuming  perfect 
competition  in  all  markets  and  hence  identical  price  in  both  industries 
for  the  units  of  any  input.  If  now  we  assume  that  wages  are  higher 
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in  manufacturing  than  in  agriculture,  then  “too  little’  labor  will  be 
used  in  manufacturing  because  of  its  high  price,  and,  capital  being 
relatively  cheap,  “too  much”  capital  will  be  used.  The  opposite  is 
true  in  agriculture.  Production  will  be  less  efficient  than  before. 


FIGURE  II 

Transformation  Curve  and  Exchange  Ratios  with  a  Wage  Differential 


The  transformation  curve  which  embodies  this  wage  constraint 
will  lie  inside  the  curve  ARM.6  In  Figure  II  it  is  represented  by 

6.  This  is  intuitively  obvious.  It  can  be  proved  rigorously  by  use  of  the 
Edgeworth-Bowley  box  diagram  from  which  the  locus  of  an  economy’s  transforma¬ 
tion  curve  is  derived.  (See  Stolper  and  Samuelson,  op.  cit.)  In  this  diagram, 
each  production  possibility  curve  of  A  is  tangent  to  a  production  possibility  curve 
of  M .  The  efficiency  locus  is  the  locus  of  all  of  these  points  of  tangency.  With 
the  wage  constraint,  however,  the  transformation  curve  is  the  locus  of  points  of 
intersection  of  pairs  of  production  possibility  curves  at  each  of  which  their  slopes 
differ  by  a  definite  amount  determined  by  the  wage  differential.  At  any  given 
point  on  this  locus,  for  a  given  output  of  either  product,  less  is  produced  of  the 
other  than  on  the  efficiency  locus;  i.e.,  any  given  production-possibility  curve  of 
either  product  intersects  a  lower  curve  of  the  other  than  the  curve  to  which  it  is 
tangent. 
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ASM.  That  the  two  curves  coincide  at  the  extremities  results  from 
the  assumption  of  full  employment  implicit  in  the  Edgeworth-Bowley 
box  from  which  they  are  derived.  This  is  appropriate  in  the  present 
model.  It  should  be  noted  that  there  is  no  inflexibility  of  wages,  but 
only  a  differential.  If  excess  labor  threatens  to  appear  (in  agricul¬ 
ture),  its  competition  will  cause  wages  to  fall  in  agriculture  and  more 
labor  to  be  used  there.  At  the  same  time,  the  increased  wage  differen¬ 
tial  between  agriculture  and  manufacturing  will  increase  the  flow  of 
labor  from  agricultural  areas  to  manufacturing,  bringing  wages  down 
there  also  and  causing  labor  absorption  there.  Thus  wages  in  both 
industries  are  flexible  relative  to  capital  costs,  but  as  they  move  the 
interindustry  wage  differential  is  maintained  by  the  dynamics  of  the 
system.7 

Lines  1,  2,  3,  and  4  are  exchange  ratios  between  A  and  M  deter¬ 
mined  by  relative  marginal  costs  of  production.  Under  conditions  of 
perfect  competition,  the  exchange  ratios  are  tangent  to  the  transfor¬ 
mation  curve.  That  is,  the  exchange  ratio  is  equal  to  the  marginal 
rate  of  substitution  between  A  and  M  (marginal  transformation 
ratio).  But  if  wages  of  equivalent  labor  are  higher  in  industry  than 
in  agriculture,  the  reciprocal  of  the  marginal  money  cost  ratio  is  no 
longer  equal  to  the  marginal  transformation  ratio,  and  the  exchange 
ratio  line  will  cut  the  transformation  curve  as  shown,  the  exchange 

ratio  -—1  having  a  steeper  negative  slope  at  any  point  than 

Pa/Pm  dM 

the  slope  of  the  curve.8 


7.  If  unemployment  should  appear  in  manufacturing,  wages  will  fall  there, 
causing  labor  absorption;  and  at  the  same  time  the  shrinking  of  the  interindustry 
wage  differential  will  lessen  the  flow  of  labor  from  agriculture,  thus  causing  a 
fall  in  wages  and  absorption  of  labor  there  (and  maintaining  the  wage  differential). 

8.  Since  the  average  cost  per  unit  of  inputs  in  producing  M  is  higher  than  of 

PA 

equivalent  inputs  in  A,  intuitively  it  seems  likely  that  the  price  ratio  jj—  would  be 

1  M 


dA 

lower  than  the  marginal  transformation  ratio  — ,  and  hence  that  the  number  of 

dM 

dA 

units  of  A  which  will  exchange  per  unit  of  M  is  greater  than  The  proof  is  as 
follows: 


Let  ~ —  be  the  exchange  ratio  between  A  and  M ,  that  is,  the  number  of  units  of  A 
XM 


that  will  exchange  for  one  unit  of  M.  — —  = 


1 


LAf 


Pa/PM 


Let  W  =  the  wage  rate,  r  =  the  rate  of  return  on  capital,  and  subscripts  indicate 
the  industry  or  output  referred  to. 
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dM 


To  prove  that  ■=—  > 
aM/ 

We  start  with  the  conditions: 
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That  is,  the  number  of  units  of  A  which  will  exchange  for  one  unit  of  M  is 
greater  than  the  number  of  units  of  A  whose  production  must  be  sacrificed  to 
obtain  production  of  one  unit  of  M.  Geometrically,  the  exchange  ratio  line  1  of 
Figure  III  is  more  steeply  sloped  (negatively)  than  the  transformation  curve 
AP'M,  at  any  point  on  the  curve. 
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Now  turn  to  Figure  III.9  As  before,  the  curves  concave  outward 
are  community  indifference  curves,  and  those  concave  to  the  origin 
are  the  two  transformation  curves.  Line  3  is  the  external  exchange 
ratio.  Lines  1  and  2  are  domestic  exchange  ratios,  line  1  being  that 
one  that  is  identical  with  the  external  ratio.  The  external  exchange 
ratio  is  assumed  given,  i.e.,  not  affected  by  shifts  in  production  and 
trade  within  the  country  being  analyzed.  (Relaxing  this  assumption, 
i.e.,  assuming  a  curved  external  terms  of  trade  line,  would  not  affect 


FIGURE  III 

Free  Trade,  Protectionism,  and  Subsidy  in  the  Two-Factor  Case 

the  argument.)  If  there  is  free  trade,  the  external  exchange  ratio 
will,  of  course,  prevail  in  the  country. 

Production  in  the  country  will  therefore  settle  at  P,  the  point 
on  APP'M  at  which  the  external  terms  of  trade  line  coincides  with 
the  internal  exchange  ratio  (hence  not  at  the  point  of  tangency 
between  the  external  exchange  ratio  and  APP’M).  For  at  any  point 

9.  Though  in  his  Economic  Journal  article,  loc.  cit.,  Haberler  has  no  curve 
such  as  AP’M,  the  geometry  of  Figure  III  is  directly  derived  from  the  Haberler 
geometry. 
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to  the  left  of  P,  the  exchange  ratio  is  flatter,  i.e.,  a  unit  of  M  can 
be  produced  more  cheaply  relative  to  A,  than  the  external  terms  of 
trade.  Hence  to  maximize  profits  producers  will  increase  production 
of  M  and  decrease  that  of  A.  At  any  point  to  the  right  of  P,  the 
opposite  will  occur. 

But  though  production  will  settle  at  P,  consumption  will  not. 
For  by  exchange  with  the  rest  of  the  world  at  the  prevailing  terms  of 
trade,  shown  by  the  slope  of  line  1,  the  economy  can  move  to  a  higher 
indifference  curve.  Hence  PC  of  A  will  be  exchanged  for  CT  of  M, 
and  the  economy  will  reach  T,  the  optimum  point  attainable  under 
free  trade  in  the  given  conditions. 

Now  consider  the  situation  if  a  tariff  or  other  protectionist  meas¬ 
ure  prevents  foreign  trade.  As  the  slope  of  the  community  indifference 
curve  at  P  (not  drawn)  indicates,  demand  in  the  economy  will  bid  up 
the  relative  price  of  M,  and  production  will  move  along  APP'M  to 
the  point  where  the  community  indifference  curve  and  the  exchange 
ratio  are  tangent,  namely  P'.1  But  this  is  a  point  of  higher  real 
income  than  P.  Protection  of  manufacturing  from  foreign  trade  will 
increase  real  income. 

This,  however,  is  not  the  end  of  the  story.  The  economy  is  still 
inside  the  efficiency  locus  AP'"P"M.  A  subsidy  per  unit  of  M  could 
move  it  farther  along  APP'M  toward  M,  but  no  measure  which 

leaves  the  — —  ratio  unchanged  can  move  it  above  or  outside  that 

W  a 

curve. 

It  can,  however,  be  moved  to  a  point  on  AP"'P"M  by  a  different 
sort  of  measure.  Assume  that  a  subsidy  per  unit  of  labor  in  industry, 
equal  to  the  difference  in  unit  labor  cost  between  agriculture  and 


industry,  is  introduced. 


If  so,  the  exchange  ratio, 
dA 


1 


will  be 


,  dM  ,  dM/  SLm  ,  dM 

equal  to  —  and  to  — - — —  and  - 

dA  8A/dLA  3Km 


dK, 


Pm/ Pa 

The  transformation 


curve  will  therefore  move  out  to  AP"'P"M,  and  output  will  be  at 
some  point  on  that  curve.  If  the  prohibitive  tariff  still  prevails, 
output  will  settle  at  point  P",  the  point  of  tangency  between 
AP"'P"M  and  a  community  indifference  curve2  and  therefore  the 
optimum  point  attainable  without  trade.  But  if  the  tariff  is  removed, 


1 .  The  wage  differential  will  be  increased  temporarily  by  the  shift  of  produc¬ 
tion  from  P  to  P',  which  requires  industry  to  recruit  added  workers.  The  exchange 
ratio  may  therefore  be  steeper  than  line  2.  If  so,  the  point  of  production  will 
temporarily  be  to  the  left  of  P'. 

2.  Subject  to  a  temporary  effect  parallel  to  that  stated  in  the  proceeding 
footnote. 
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the  exchange  ratio  between  A  and  M  will  move  to  identity  with  the 
external  terms  of  trade  (line  3,  parallel  to  line  1),  production  will 
settle  at  point  P'",  and  by  trade  the  system  will  move  to  the  still 
more  advantageous  point  T" . 

(Similarly  in  Figure  I  a  subsidy  per  unit  of  labor  would  move 
production  to  point  M,  and  by  trade  the  system  would  move  to  an 
indifference  curve  higher  than  curve  3.) 

Extensions  and  qualifications 

Perhaps  it  is  worthwhile  to  note  that  the  effects  sketched  will 
occur  whether  industry  is  more  or  less  labor-intensive  than  agricul¬ 
ture,  in  any  of  the  several  possible  meanings  of  the  term  labor- 
intensive.  They  occur  not  because  of  differences  in  factor  propor¬ 
tions,  but  purely  because  of  the  factor  cost  differential. 

,And  perhaps  it  should  also  be  noted,  in  conclusion,  that  since 
an  interindustry  differential  in  the  cost  of  any  factor  has  the  effect 
sketched  here,  and  since  interest  rates  are  typically  higher  in  agricul¬ 
ture  than  in  industry,  there  is  in  life  a  counterweight  to  the  effect 
sketched  here.3  However,  interest  costs  are  typically  much  smaller 
than  labor  costs,  and  specifically  the  differential  in  interest  costs  is 
typically  a  far  smaller  share  of  total  costs  than  the  differential  in 
wage  costs.  Hence  the  empirical  implications  of  the  argument 
sketched  here  are  not  greatly  reduced  by  the  existence  of  the  counter¬ 
vailing  interest  differential. 

The  meaning  of  the  conclusion  reached  may  be  summarized  as 
follows.  Let  us  express  all  incomes  and  prices  in  terms  of  the  value 
of  one  unit  of  agricultural  product,  in  order  to  avoid  price  level 
problems.  In  these  terms,  protectionism  raises  real  income,  relative 
to  free  trade,  if  the  increase  under  protection  in  the  aggregate  cost 
of  the  industrial  product  to  its  buyers  is  less  than  the  increase  in 
income  to  the  factors  which  shift  from  agriculture  to  industry.  (This 
is  equivalent  to  stating  that  real  income  will  be  increased  by  protec¬ 
tionism  if,  assuming  factor  costs  identical  in  agriculture  and  industry, 
the  economy  could  produce  the  industrial  product  at  a  lower  cost, 

3.  A  counterweight  in  so  far  as  the  relative  price  of  agricultural  to  industrial 
products  is  concerned.  By  moving  the  price  ratio  toward  the  value  it  would  have 
under  perfect  competition,  the  interest  differential  tends  to  move  the  system 
toward  the  “proper”  point  on  the  production  possibility  curve.  In  another  sense, 
the  interest  differential  accentuates  the  effect  of  the  wage  differential.  By  making 
the  factor  proportion  in  each  industry  even  farther  from  the  optimum  than  it 
would  be  on  account  of  the  labor  differential  alone,  the  interest  differential  reduces 
even  further  the  efficiency  of  production,  i.e.,  causes  the  system  to  move  to  a 
production  possibility  curve  even  inferior  to  that  one  resulting  from  the  wage 
differential  alone. 


512 


QUARTERLY  JOURNAL  OF  ECONOMICS 


expressed  in  units  of  agricultural  product,  than  the  unport  price.) 

To  conclude  this  analytical  section,  let  me  comment  briefly  on 
the  case  of  a  many-product  system  and  on  the  question  of  world 
versus  national  welfare.  For  convenience,  I  shall  consider  the  many- 
product  system  to  be  composed  of  three  sectors,  agriculture,  industry, 
and  services.  The  simplification  will  not  distort  the  argument. 

As  per  capita  income  rises,  the  service  sector  will  grow  relative 
to  industry  as  well.  However,  the  nontransportability  of  services 
from  abroad  provides  domestic  service  industries  with  a  “natural’' 
equivalent  of  protection.  In  terms  of  Figure  III,  they  are  always  at 
P'  rather  than  at  P.  Hence,  protection  to  manufacturing  industry 
creates  no  distortion  as  between  manufacturing  and  service  indus¬ 
tries,  and  increases  welfare,  just  as  in  the  two-product  model. 

The  effect  of  subsidies  to  manufacturing  alone  is  more  ambiguous. 
For  if  wages  in  service  industries  for  equivalent  labor  are  as  high  as 
in  manufacturing,  then  a  subsidy  to  manufacturing  per  unit  of  labor 
equal  to  the  agriculture-manufacturing  wage  disparity,  will  distort 
the  allocation  of  inputs  between  manufacturing  and  services  even 
while  it  removes  the  distortion  in  the  allocation  between  agriculture 
and  manufacturing. 

Empirically,  it  may  be  questioned  whether  the  agriculture-service 
wage  disparity  is  as  great  as  that  between  agriculture  and  manufac¬ 
turing,  since  in  general  the  difference  between  rural  work  and  that 
in  the  expanding  service  industries  is  probably  much  less  than  that 
between  agriculture  and  manufacturing,  hence  mobility  is  greater.  It 
may  also  be  suggested  that  in  the  early  stages  of  development  the 
relative  rate  of  growth  in  the  tertiary  service  industries  is  much  less 
than  later,  hence  the  two-product  case  is  more  clearly  applicable. 
These,  however,  are  empirical  questions,  and  can  be  settled,  if  at  all, 
only  by  empirical  research.  The  only  safe  simple  analytical  observa¬ 
tion  is  that  the  optimum  optimorum  can  be  reached  only  by  subsidizing 
all  wage  differentials  resulting  from  growth. 

Protectionism  that  increased  national  welfare  might  in  a  number 
of  obvious  cases  diminish  world  welfare,  for  (assuming  a  wage  differen¬ 
tial  in  all  countries)  protection  that  increased  real  income  in  the 
country  previously  importing  industrial  products  would  in  a  typical 
case  reduce  real  income  in  the  country  previously  exporting  indus¬ 
trial  products.  But  free  trade  without  an  offset  to  the  factor  price 
disequilibrium  is  not  the  optimum  situation  from  the  world  viewpoint, 
for  it  would  leave  the  world  on  the  inefficient  transformation  curve 
APP'M.  Only  a  labor  cost  subsidy  in  every  country,  combined  with 
free  trade,  would  bring  the  world  to  the  optimum  optimorum. 
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IV .  Empirical  Corollary  :  Protectionism  and  Growth 

The  broad  historical  record  suggests  that  protectionism  may 
have  accelerated  economic  development.  A  number  of  countries  that 
have  entered  upon  economic  development  since  the  original  industrial 
revolution  in  England  have  done  so  behind  a  protectionist  wall.  This 
is  true,  for  example,  of  the  United  States,  Japan,  the  Soviet  Union,4 
and  the  three  Latin  American  countries  —  Brazil,  Colombia,  and 
Mexico  —  whose  per  capita  income  is  now  rising  rapidly.  In  every 
one  of  these  cases,  the  rise  in  per  capita  income  was  associated  with 
a  sharp  increase  in  the  share  of  total  income  originating  in  manu¬ 
facturing  industry.  Income  originating  per  person  engaged  in  indus¬ 
try  was  clearly  higher  than  in  the  economy  as  a  whole,  and  in  a 
simple  statistical  sense  industry  contributed  greatly  to  the  rise  in 
per  capita  income.  If  the  effect  had  been  only  an  infant  industry 
one,  the  rise  in  income  would  not  have  occurred  until  the  industries 
became  viable  without  tariff  protection.  In  fact,  however,  it  has 
occurred  while  they  were  unable  to  exist  without  the  tariff. 

Now  it  is  possible  that  the  apparent  contribution  of  industry  was 
not  real.  The  higher  per  capita  income  in  industry  was  of  course 
accompanied  by  an  increase  in  the  price  of  industrial  products  above 
the  imported  price.  It  is  possible  that  if  industrial  protection  had 
not  existed,  the  entrepreneurs  who  started  industrial  ventures  would 
have  devoted  their  energies  to  other  ventures,  and  would  have  drawn 
capital  and  labor  so  effectively  into  other  ventures  that  real  per 
capita  income  would  have  increased  even  faster  than  it  did  under 
protectionism. 

It  is  possible,  but  it  does  not  seem  probable.  For  the  rise  in 
both  aggregate  and  per  capita  income  in  protectionist  countries 
possessing  no  notable  resource  advantages  —  Japan  and  the  three 
Latin  American  countries,  for  example  —  has  been  rapid,  relative  to 
rates  of  economic  growth  elsewhere.  On  the  basis  of  the  conventional 
analytical  model,  economists  have  usually  assumed  either  that  income 
rose  in  spite  of  protection,  or  that  protection  increased  income  only 
through  an  infant  industry  effect  or  because  of  external  economies.5 

4;  In  the  sense  that  the  Soviet  Union  was  isolated  from  foreign  commerce  by 
autarkical  state  controls.  The  United  States  had  high  tariffs  from  1818  to  1833, 
and  from  the  Civil  War  on.  France  and  Germany  had  a  mixed  tariff  history 
during  their  periods  of  industrialization.  France  had  high  tariffs  from  1808  to 
1860,  and  Germany  from  1844  to  1860  and  after  1879.  The  period  of  low  tariffs 
after  1860  was  a  period  of  rapid  economic  growth  in  both  countries;  but  develop¬ 
ment  must  have  begun  and  taken  root  before  1860,  and  Germany’s  growth  after 
1879  was  also  very  rapid. 

5.  Note,  however,  the  implication  of  Viner’s  argument.  If  he  accepted  the 
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The  model  presented  here  suggests  however  that  the  apparent  his¬ 
torical  phenomenon  may  be  accepted  at  face  value  and  without  need 
to  resort  to  these  explanations. 

Center  for  International  Studies 
Massachusetts  Institute  of  Technology 

reality  and  necessity  of  a  wage  differential,  his  logic,  if  pursued,  should  lead  to 
the  conclusions  presented  here.  And  see  W.  Arthur  Lewis,  op.  cit.,  pp.  185-86. 
He  advances  an  argument  for  protectionism,  based  on  the  assumption  of  the  exist¬ 
ence  of  “surplus”  labor  in  agriculture  whose  real  marginal  cost  for  use  in  manu¬ 
facturing  is  zero.  This  is  a  specific  case  of  the  general  argument  presented  here. 


A  STUDY  OF  DECISION-MAKING  WITHIN  THE  FIRM* 

By  Edwin  Mansfield  and  Harold  H.  Wein 

I.  Freight  yards,  516  —  II.  Output  and  employment  decisions,  517.  — 
III.  Switching  output,  518.  —  IV.  Delivery  output,  523.  —  V.  Aversion  func¬ 
tions,  526.  —  VI.  Costs  and  the  complete  model,  528.  —  VII.  Tests  and  pre¬ 
diction,  529.  —  VIII.  Summary  and  conclusions,  535. 


For  various  reasons,  economists  have  expressed  dissatisfaction 
with  the  existing  theory  of  the  firm.1  One  such  reason  is  the  failure 
of  the  theory  to  take  greater  account  of  intrafirm  variables  and 
organizational  relationships.  The  “economic  firm,”  composed  prin¬ 
cipally  of  a  dominant  entrepreneur  and  some  passive  factors  of  pro¬ 
duction,  is  of  course  a  convenient  simplification.  Some  economists, 
feeling  that  this  simplification  overlooks  some  important  factors, 
have  suggested  models  that  focus  more  attention  on  the  internal 
organization  and  workings  of  the  firm.2 

When  the  “black  box”  within  the  firm  is  opened,  many  interest¬ 
ing  problems  come  to  light.  One  such  problem  relates  to  the  motives 
and  decisions  of  managers  at  intermediate  and  lower  levels  of  the 
organization.  There  can  be  no  doubt  that  important  decisions  influ¬ 
encing  the  behavior  of  the  firm  are  often  made  at  such  levels.  And  it 
would  seem  that  some  study  can  profitably  be  devoted  to  this  area. 

In  this  paper  an  attempt  is  made  to  explain  some  decisions  of  a 
manager  at  an  intermediate  level  in  a  railroad  and  to  link  these  deci¬ 
sions  to  the  short-run  fluctuations  in  output  and  cost  of  individual 
freight  yards.  The  model  that  results  seems  useful  in  explaining  the 

*  This  report  is  based  on  research  supported  by  a  grant  from  the  Westing- 
house  Air  Brake  Corporation  to  Carnegie  Institute  of  Technology.  It  is  part  of  a 
larger  project  concerning  the  railroad  industry.  An  earlier  version  of  the  paper  was 
read  before  the  December  1956  meetings  of  the  Econometric  Society.  We  should 
like  to  acknowledge  the  valuable  comments  of  our  colleagues,  particularly  W.  W. 
Cooper,  J.  Dreze,  C.  Haberstroh,  and  Franco  Modigliani,  and  the  assistance  of 
C.  Link,  R.  Nadel,  and  E.  Saunders  of  the  co-operating  railroad. 

1.  See  for  example  W.  W.  Cooper,  “A  Proposal  for  Extending  the  Theory 
of  the  Firm,”  this  Journal,  LXV  (1951);  R.  Cyert  and  J.  March,  "Organizational 
Factors  in  the  Theory  of  Oligopoly,”  this  Journal,  LXX  (1956);  K.  Boulding, 
“Implications  for  General  Economics  of  More  Realistic  Theories  of  the  Firm,” 
American  Economic  Review,  XLII  (1952);  A.  Papandreou,  “Some  Basic  Problems 
in  the  Theory  of  the  Firm,”  A  Survey  of  Contemporary  Economics,  Vol.  II. 

2.  For  example,  Cooper,  op.  cit.,  Cyert  and  March,  op.  cit.,  and  Papandreou, 
op.  cit.  Of  course,  this  does  not  imply  that  the  traditional  theory  is  not  satis¬ 
factory  for  many  purposes,  e.g.,  as  a  basis  for  some  types  of  aggregative  analysis. 

515 


516 


QUARTERLY  JOURNAL  OF  ECONOMICS 


observed  fluctuations  in  output  and  cost.  This  model  is  tailored  in 
many  ways  for  the  industry  and  situation  we  study,  but  we  believe 
that  it  affords  some  insight  into  the  general  problem.  The  following 
points  might  also  be  noted:  (1)  The  model  is  not  based  on  the  usual 
assumption  of  profit  maximization  or  cost  minimization.  (2)  The 
model  takes  some  account  of  the  uncertainty  under  which  decisions 
are  made.  (3)  The  paper  contains  the  results  of  some  empirical  tests 
to  which  the  model  has  been  subjected. 

The  plan  of  the  paper  is  as  follows.  Section  I  contains  some 
introductory  material  concerning  freight  yards.  This  material  is 
included  for  those  readers  who  are  relatively  unfamiliar  with  the 
railroad  industry.  Sections  II-VI  contain  a  description  of  the  model. 
Section  VII  is  concerned  with  the  testing  of  the  model.  Section  VIII 
contains  a  summary  and  some  concluding  remarks. 

I.  Freight  Yards 

The  manager  with  whom  we  are  concerned  is  the  general  yard- 
master  of  a  freight  yard.  The  general  yardmaster  operates  under  a 
broad  grant  of  authority,  and  he  makes  basic  decisions  concerning 
output  and  employment  at  his  freight  yard.  To  understand  these 
decisions  fully,  it  is  necessary  to  know  something  about  the  nature 
and  function  of  freight  yards. 

Physical  Characteristics.  All  yards  contain  sets  of  tracks.  In 
large  yards,  they  are  generally  of  three  types :  receiving  tracks  where 
incoming  freight  cars  are  stored,  classification  tracks  where  cars  are 
switched,  and  outbound  tracks  where  cars  that  have  been  switched 
are  stored  until  a  locomotive  hauls  them  away  as  a  train. 

Functions.  Freight  yards  switch  cars.  That  is,  they  sort  incom¬ 
ing  cars  by  putting  them  on  the  appropriate  classification  tracks,  and 
in  this  way  they  break  up  incoming  trains  to  form  new  trains.  Most 
yards  also  deliver  and  pick  up  cars.  Engines  are  assigned  to  deliver 
cars  to  industrial  sidings  and  other  yards  and  to  pick  them  up  there. 
Finally,  many  yards  bill  and  inspect  freight  cars  and  perform  such 
ancillary  services  as  maintenance,  repair,  and  storage. 

Importance.  A  large  railroad  may  have  as  many  as  200  freight 
yards.  In  the  firm  we  studied,  the  operation  of  these  yards  accounts 
for  about  one-third  of  total  operating  costs.3 

Three  terms  relating  to  the  switching  process  should  be  defined. 
(1)  Unswitched  cars  that  are  present  in  the  yard  are  called  backlog, 

3.  For  a  more  complete  description  of  yard  operations,  see  M.  Beckmann, 
C.  McGuire,  and  C.  Winston,  Studies  in  the  Economics  of  Transportation  (New 
Haven:  Yale  University,  1956). 
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and  they  correspond  in  a  loose  way  to  unfilled  orders  in  manufactur¬ 
ing.  (2)  A  cut  is  a  group  of  cars  that  rolls  as  a  unit  onto  the  same 
classification  track.  (3)  The  cut  size  is  the  number  of  cars  in  such  a 
group.  All  other  things  equal,  a  string  of  cars  with  a  small  average 
cut  size  will  be  processed  more  slowly  than  one  with  a  larger  average 
cut  size. 

Yard  output  should  also  be  defined.  Since  the  two  most  impor¬ 
tant  services  performed  at  the  yard  are  switching  and  delivery,  we 
shall  use  the  number  of  cars  switched  and  the  number  of  cars  deliv¬ 
ered  as  an  output  measure.  This  seems  to  be  a  reasonable  first 
approximation,  but  its  crudeness  should  be  recognized.  In  particular, 
switching  and  delivery  are  not  homogeneous ;  for  example,  two  groups 
of  cars  may  be  delivered  but  one  group  may  be  hauled  a  greater 
distance  than  the  other.4 

II.  Output  and  Employment  Decisions 

Let  us  return  now  to  the  yardmaster.  Note  first  that  his  deci¬ 
sions  concerning  output  and  employment  are  made  within  a  some¬ 
what  different  framework  than  that  which  prevails  in  manufacturing. 
(1)  Because  of  the  nature  of  the  output,  he  cannot  produce  for  inven¬ 
tory.  (2)  He  cannot  reject  “orders.”  Under  normal  circumstances, 
he  must  service  all  cars  that  enter  his  yard,  but  he  can  generally 
decide  when  and  how  they  are  serviced.  (3)  The  planning  period  is 
very  short,  and  his  decisions  concerning  output  and  employment  refer 
generally  to  only  the  next  twenty-four  hours. 

Next,  note  the  decisions  the  yardmaster  makes.  Each  day  he 
plans  the  number  of  cars  to  be  switched  and  the  number  of  switch- 
engine  crews  to  be  employed  on  the  next  day.  He  also  plans  the 
number  of  cars  to  be  delivered  and  the  number  of  delivery  crews  for 
the  next  day.  Because  they  have  so  strong  an  influence  on  the  yard’s 
performance  and  cost,  these  decisions  concerning  output  and  employ¬ 
ment  are  very  important.  Our  purpose  here  is  to  explain  these  deci¬ 
sions,  in  particular  the  output  decisions,  and  to  link  them  with 
observed  output  levels  and  costs. 

Two  further  points  should  be  noted.  (1)  The  decisions  treated 
here  are  at  face  value  only  tentative.  It  is  often  possible  for  the  yard- 

4.  An  alternative  measure,  used  in  E.  Mansfield  and  H.  Wein,  “A  Regression 
Control  Chart  for  Costs,”  Applied  Statistics  (1958),  is  the  number  of  cuts  switched 
and  the  number  of  cars  delivered.  The  railroads  generally  use  the  number  of 
cars  handled  as  an  output  measure.  See  E.  Mansfield  and  H.  Wein,  “Notes  on 
Railroad  Productivity  and  Efficiency  Measures,”  Land  Economics  (1958).  Both 
cuts  switched  and  cars  switched  could  be  included  in  an  output  measure  but  for 
our  purposes  it  seemed  reasonable  to  include  only  one  because  they  are  so  highly 
correlated. 
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master  to  change  them  during  the  next  day.  However,  it  appears 
that  these  plans  are  seldom  modified  appreciably  and  that  they  are 
actually  quite  firm.5 6  (2)  When  we  say  that  he  plans  the  number  of 
cars  to  be  switched  or  delivered  on  the  next  day,  we  mean  that  he 
plans  the  number  of  cars  that  can  under  normal  circumstances  be 
switched  or  delivered  then.  He  plans  the  switching  or  delivery 
capacity;  whether  or  not  this  capacity  is  fully  used  depends  on  how 
many  cars  arrive  and  how  they  arrive.  This  point  is  discussed  further 
below.6 

In  the  next  section,  a  simple  model  is  constructed  to  explain  the 
number  of  cars  the  yardmaster  plans  to  switch  and  these  plans  are 
linked  with  the  actual  switching  output.  In  Section  IV ,  we  treat  the 
number  of  cars  he  plans  to  deliver,  and  these  plans  are  linked  with 
the  actual  delivery  output.  By  our  definition  of  yard  output,  the 
combined  results  of  these  two  sections  constitute  a  model  explaining 
actual  yard  output.  In  Section  VI,  yard  costs  are  taken  up,  and  the 
results  of  previous  sections  are  combined  to  produce  our  complete 
model  to  explain  actual  yard  output  and  costs. 

III.  Switching  Output 

The  yardmaster  plans  each  day  the  switching  output  and  the 
number  of  switch-engine  crews  for  the  next  day.  We  suppose  that 
these  plans  are  formulated  on  the  basis  of  his  forecast  of  the  next  day’s 

5.  The  output  and  employment  plans  for  the  next  day  can  be  changed 
during  the  next  day.  With  regard  to  employment,  it  is  commonly  possible  for 
extra  crews  to  be  hired  or  laid  off  two  hours  or  more  before  a  shift  begins.  How¬ 
ever,  the  yardmasters  with  whom  we  spoke  seemed  to  believe  that  changes  seldom 
occur  and  that  when  they  do,  they  are  small.  The  little  evidence  that  is  available 
seems  to  indicate  this  too: 

Data  for  thirteen  days  were  collected  at  one  yard  concerning  the  planned 
and  actual  number  of  switch-engine  crews.  On  seven  days,  the  planned  and 
actual  number  of  crews  were  the  same.  On  two  days  there  was  a  discrepancy 
of  4  per  cent;  on  four  days  there  was  a  discrepancy  of  8  per  cent.  This  was  a 
period  when  the  yardmaster’s  traffic  forecasts  were  relatively  poor,  and  it  is 
reasonable  to  believe  that  the  discrepancies  would  ordinarily  be  smaller. 

Data  concerning  the  planned  and  actual  switching  outputs  were  collected 
for  twelve  days  at  one  yard  and  for  thirteen  days  at  another.  On  ten  days  the 
discrepancy  between  planned  and  actual  output  was  5  per  cent  or  less;  on  only 
five  days  the  discrepancy  was  10  per  cent  or  more.  Moreover,  it  is  likely  that  the 
discrepancies  might  ordinarily  be  smaller. 

Data  for  thirteen  days  at  one  yard  indicate  that  on  only  three  days  did  the 
planned  delivery  output  differ  from  the  actual  output  by  more  than  eighty  cars. 

6.  The  distribution  of  train  arrivals  over  time  is  important  here.  We  assume 
that  he  thinks  in  terms  of  some  average  distribution  of  train  arrivals  while  plan¬ 
ning.  Note  that  “capacity,”  as  used  here,  has  quite  a  different  meaning  than  it 
does  later  in  the  paper  when  we  speak  of  the  capacity  of  a  yard. 
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switching  traffic.7  (The  way  in  which  his  plans  depend  on  this  fore¬ 
cast  is  discussed  below.)  The  switching  traffic  is  the  number  of  cars 
that  are  available  for  switching,  and  we  suppose  that 

Wi  =  ti  +  ^  —  fi,  (1) 

where  Wi  is  his  forecast  of  the  switching  traffic  for  the  ith  day,  is 
his  forecast  of  the  number  of  cars  that  will  arrive  on  the  ith  day  to  be 
switched,  5*  is  the  backlog  he  expects  at  the  end  of  the  i — 1th  day,  and 
fi  is  the  forced  backlog  he  expects  on  the  ith  day.  The  forced  backlog 
is  the  number  of  cars  that  arrive  so  near  the  end  of  the  period  that 
they  cannot  possibly  be  switched  before  the  period  ends. 

We  assume  next  that  both  the  backlog  and  the  idle  crew  time 
that  the  yardmaster  foresees  for  the  next  day  are  determined  by  the 
discrepancy  he  foresees  between  the  actual  switching  traffic  and  the 
output  he  plans.  We  assume  that  he  believes  that  (1)  the  actual 
and  planned  number  of  crews  will  be  equal,  (2)  the  actual  and  planned 
outputs  will  be  equal  unless  the  switching  traffic  falls  short  of  the 
planned  output,  (3)  the  backlog  will  equal  the  forced  backlog  if  the 
switching  traffic  falls  short  of  the  planned  output,  (4)  there  will  be 
little  or  no  idle  crew  time  if  the  switching  traffic  exceeds  the  planned 
output,  and  (5)  the  crew  productivity  is  a  known  constant  if  they 
are  fully  employed.8  Then  the  amount  of  backlog  he  foresees  for  the 
next  day  equals  a  constant  plus  the  excess  of  the  switching  traffic  over 
the  planned  output.9  And  the  amount  of  idle  crew  time  he  foresees 

7.  Most  yardmasters  seem  to  make  fairly  explicit  forecasts  for  each  succeed¬ 
ing  day.  Whether  or  not  they  formulate  a  forecast  in  precisely  the  way  we  sup¬ 
pose  is  unknown. 

8.  Note  that  these  assumptions  relate  to  what  he  tentatively  believes  or 
figures  on  when  planning,  and  not  to  what  will  actually  occur.  We  may  reason¬ 
ably  expect  him  to  believe  that  the  planned  and  actual  employment  (and  output) 
will  be  equal  where  possible.  Moreover,  given  the  distribution  of  train  arrivals 
that  he  expects,  it  does  not  seem  unreasonable  for  him  to  make  assumptions  (3), 
(4),  and  (5).  By  crew  productivity  being  constant,  we  mean  that  it  does  not 
vary  with  the  number  of  crews.  Note,  too,  that  these  assumptions  imply  that, 
while  planning,  he  does  not  take  account  of  whatever  possibility  he  has  of 
changing  his  plans. 

9.  The  actual  switching  traffic,  Si,  equals  Bi  -j-  Ti  —  Fi,  where  Bi  is  the 
actual  backlog  at  the  end  of  the  i-lth  day,  F,  is  the  actual  forced  backlog  on  the 

day,  etc.  Since  B{+,  =  Bi  +  Ti  —  Qi,  where  Qi  is  the  actual  output  on 
the  ith  day,  it  follows  that: 

Bi+ 1  =  Si  —  Qi  +  Fi 
=  Si  -  Qi  +  F, 

if  we  assume  Fi  to  be  constant.  Since  the  planned  and  actual  outputs  are  sup¬ 
posed  to  be  equal,  the  backlog  he  foresees  for  the  next  day  equals  a  constant  plus 
the  excess  of  the  switching  traffic  over  the  planned  output.  Assumption  (3) 
above  covers  the  case  where  the  planned  output  exceeds  the  switching  traffic. 
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is  proportional  to  the  excess  of  the  planned  output  over  the  switching 
traffic.1 

Next,  we  note  that  the  yardmaster  will  incur  penalties  if  (1)  a 
large  backlog  exists  at  the  end  of  the  next  day  and  serious  congestion 
results,  or  if  (2)  the  idle  crew  time  and  hence  the  cost  per  car  switched 
is  high  on  the  next  day.  We  refer  to  congestion.  As  the  number  of 
cars  in  the  backlog  increases,  the  yard  becomes  more  congested.  Up 
to  a  point,  increases  in  backlog  result  in  little  difficulty;  but  beyond 
that  point,  congestion  becomes  serious  and  there  is  a  reduction  in 
crew  productivity  and  an  increase  in  car  delay.  We  speak  too  of 
penalties.  Penalties  should  not  be  confused  with  the  costs  the  rail¬ 
road  incurs.  They  are  meted  out  by  the  yardmaster’s  superiors,  and 
they  often  take  the  form  of  reprimands  or  transfer  to  a  lesser  position. 
They  may  result  from  decisions  that  are  costly  to  the  railroad,  and 
they  need  not  be  strictly  related  to  costliness.2 

The  yardmaster  is  supposed  to  attach  certain  “disutilities”  to 
the  penalties  he  incurs.  Assuming  that  the  penalties  depend  uniquely 
on  the  amounts  of  backlog  and  idle  crew  time,3  he  in  effect  attaches 
these  “disutilities”  to  the  latter.  When  he  plans  the  next  day’s  out¬ 
put,  each  discrepancy  he  foresees  between  the  switching  traffic  and 
the  planned  output  means  a  certain  amount  of  backlog  and  idle  crew 
time  on  the  next  day.  Hence,  when  he  plans,  he  attaches  a  certain 
“disutility”  to  each  possible  discrepancy.  In  choices  involving  uncer¬ 
tainty,  we  suppose  that  these  “disutilities”  can  be  described  by  a 
cardinal  aversion  function  like  that  in  Figure  I.4 

The  function  in  Figure  I  is,  of  course,  only  a  convenient  approxi- 

Xi 

1.  We  assume  that  the  planned  number  of  crews  equals  —  where  Xi  is  the 

planned  output  and  P  is  the  crew  productivity.  This  ignores  discontinuities  in 
the  possible  number  of  crews.  The  number  of  crews  necessary  to  switch  the 
actual  output  <i.e.,  the  switching  traffic)  is  Si  /P,  where  Si  is  the  switching  traffic. 

The  prospective  idle  time  is  therefore  — — .  Assumption  (4)  covers  the  case 

where  Si  >  Xi.  Day-to-day  changes  in  P  could  readily  be  taken  into  account 
but  we  ignore  them  here. 

2.  For  example,  a  decision  may  be  costly  to  the  railroad,  but  if  bis  superiors 
are  unaware  of  the  costs  or  if  they  believe  that  he  is  not  responsible,  the  yard- 
master  may  incur  no  penalty. 

3.  Of  course,  this  is  a  simplifying  assumption.  Actually,  for  each  amount 
of  backlog  and  idle  time  there  is  some  uncertainty  concerning  the  penalty  incurred. 
We  assume  for  simplicity  that  his  belief  concerning  the  penalty  resulting  from 
each  prospective  amount  of  backlog  and  idle  crew  time  is  correct. 

4.  The  conditions  under  which  a  cardinal  preference  function,  and  hence  a 
cardinal  aversion  function,  exists  are  stated  in  J.  Marschak,  “Rational  Behavior, 
Uncertain  Prospects,  and  Measurable  Utility,”  Econometrica,  XVIII  (1950). 
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mation.  However,  its  general  shape  seems  quite  reasonable.  A  dis¬ 
cussion  of  the  shape  of  the  function  is  postponed  to  Section  V. 

We  assume  next  that  the  actual  switching  traffic  on  the  next 
day  is  a  random  variable  that  the  yardmaster  believes  to  be  normally 
distributed.  Then  there  corresponds  to  each  output  that  he  might 
plan  (1)  a  probability  distribution  of  discrepancies  between  the  switch¬ 
ing  traffic  and  the  planned  output  and  (2)  an  expected  “disutility.” 
We  assume  that  he  plans  the  output  for  the  next  day  that  minimizes 
the  expected  “disutility.” 

The  expected  “disutility”  (divided  by  A(  — L2),  a  constant)  is: 

x ,  —  L  -  E .  r»cc 

t  Z  »  | 

p(t)dt  +  a  J  p(t)dt,  (2) 

z  ■  +  L.  -  E. 


where  Ei  and  a  are  the  expected  value  and  standard  deviation  of  the 
switching  traffic  on  the  2  th  day,  p(t)  is  the  unit  normal  probability 
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d=  switching  traffic  -  planned  switching  output 


FIGURE  I 


density  function,  x,  is  the  output  planned  for  the  2th  day,  and  a  is  the 
ratio  of  A{L i)  to  A(-U).  Minimizing  (2)  with  respect  to  xit  we 


find  that 


=  EtA 


a 2  log  a 
Ll  +  i/2 


(3) 


where  x*i  is  the  output  planned  for  the  day  that  minimizes  (2). 
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Assuming  that  the  yardmaster’s  forecast  of  the  switching  traffic 
equals  Eu 

=  bt  +  U  -  fi  +  c,  (4) 

where  c  is  the  sum  of  the  last  two  terms  on  the  right  in  (3).  Assum¬ 
ing  fi  to  be  constant  from  day  to  day,5 

x*i  —  bi  -f-  ti  -f-  c' .  (5) 

Hence,  the  switching  output  planned  for  the  tth  day  equals  the 
amount  of  backlog  expected  at  the  end  of  the  i  —  1th  day  plus  the 
forecasted  number  of  cars  that  will  arrive  to  be  switched  on  the  4th 
day  plus  a  constant.  To  link  this  planned  output  with  the  actual 
output,  we  assume  that  the  planned  and  actual  outputs  correspond 
quite  closely.  More  precisely,  we  suppose  that 

Si  =  x*  +  Ui  =  b{  +  ti  +  c'  +  ux  (6) 

where  s,  is  the  actual  number  of  cars  switched  on  the  ith  day  and  «,  is 
a  random  variable  with  zero  expected  value  and  small  variance.  The 
data  that  are  available  seem  to  be  compatible  with  this  assumption.6 

Note  that  there  is  no  contradiction  between  (1)  this  assumption 
of  close  correspondence  between  planned  and  actual  outputs  and  (2) 
the  recognition  that  on  some  days  the  planned  output  may  exceed 
the  switching  traffic  and  hence  that  the  planned  and  actual  outputs 
cannot  be  equal.  Because  c  appears  generally  to  be  quite  large  and 
negative,  the  yardmaster  plans  in  such  a  way  that  the  probability 
of  the  planned  output  exceeding  the  switching  traffic  by  substantial 
amounts  is  small.  The  planned  output  may  often  exceed  the  switch¬ 
ing  traffic  by  small  amounts;  but  the  resulting  discrepancies  between 
planned  and  actual  output  can  easily  be  represented  (with  discrep¬ 
ancies  resulting  from  other  factors)  by  the  random  variable,  ux. 

Finally,  three  points  should  be  noted  concerning  the  model: 

(1)  The  yardmaster  is  presumed  to  plan  the  output  level  with¬ 
out  explicit  regard  for  the  production  or  cost  functions.  This  may 
not  be  unreasonable  in  the  case  of  freight  yards.  Variable  unit  costs 
are  often  believed  to  be  fairly  constant  up  to  a  capacity  output  level; 
and,  at  most  yards  that  we  studied,  existing  traffic  seldom  approaches 
capacity.  The  yardmaster  believes  he  will  seldom,  if  ever,  incur 
penalties  on  these  grounds. 

5.  Data  for  two  yardB  seem  to  indicate  that  fi  does  not  vary  much  from 
day  to  day.  The  mean  deviation  of  the  yardmaster’s  forecasts  of  daily  forced 
backlog  was  forty-one  cars  at  one  yard  and  fifty-five  cars  at  another. 

6.  We  tested  the  hypothesis  that  the  expected  value  of  in  is  zero.  The  results 
based  on  the  data  cited  in  footnote  5,  Section  II,  did  not  indicate  that  the  hypoth¬ 
esis  should  be  rejected. 
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(2)  In  a  case  like  this,  there  is  also  no  reason  to  believe  that  the 
expected  traffic  subsequent  to  the  ith  day  should  affect  his  decision 
on  the  i  —  1th  day  concerning  the  ith  day.  It  seems  legitimate  to 
ignore  traffic  subsequent  to  the  ith  day  when  discussing  the  decision.7 

(3)  According  to  the  model,  the  yardmaster  is  concerned  with 
each  day’s  performance  and  not  just  with  monthly  or  annual  averages. 
This  seems  reasonable.  His  superiors  seem  to  check  his  performance 
each  day  on  the  basis  of  daily  records. 

IV.  Delivery  Output 

Each  day  the  yardmaster  plans  the  delivery  output  and  the 
number  of  delivery  crews  for  the  next  day.8  We  assume  that  these 
plans  are  formulated  on  the  basis  of  his  forecast  of  the  next  day’s 
delivery  traffic,  i.e.,  the  number  of  cars  that  are  both  available  for 
delivery  and  wanted  by  customers.  The  relationship  between  his 
plans  and  this  forecast  is  discussed  below.  When  he  makes  the  fore¬ 
cast,  he  distinguishes  between  two  types  of  cars  —  industrial  cars  and 
interchange  cars.  The  former  are  delivered  to  local  industries 
whereas  the  latter  are  delivered  to  other  railroads.  The  distinction 
is  made  because  some  industrial  cars  are  ready  for  delivery  but  not 
wanted  by  customers.9  In  the  case  of  interchange  cars,  the  other 
railroads  must  accept  all  cars  that  are  delivered  to  them. 

7.  If  we  accept  the  framework  of  F.  Modigliani,  “The  Role  of  Anticipations 
in  the  Economy  of  the  Firm  and  Their  Use  in  Economic  Analysis  and  Fore¬ 
casting,”  Conference  on  Expectations,  Uncertainty,  and  Business  Behavior,  Social 
Science  Research  Council,  1955,  the  traffic  subsequent  to  the  I1*1  day  is  condition¬ 
ally  irrelevant.  That  is,  so  long  as  this  traffic  is  not  large  enough  to  push  the 
yard  to  capacity,  the  optimum  decision  concerning  the  day  is  unchanged 
no  matter  what  the  subsequent  traffic  may  be.  Note  that  this  relies  on  the  point 
made  in  (1)  above  (preceding  paragraph)  concerning  the  way  production  and 
cost  functions  are  viewed. 

When  we  refer  to  capacity  here  and  in  (1),  we  mean  the  capacity  of  the 
whole  yard.  In  (1)  above,  we  refer  to  the  supposed  (approximate)  constancy  of 
average  variable  costs.  It  may  be  objected  that  there  are  discontinuities  in  the 
cost  curve  where  additional  crews  are  added.  But  the  effect  of  this  is  weakened 
somewhat  by  the  use  of  overtime  and  it  is  not  so  important  in  large  yards. 

8.  Delivery  output  includes  (a)  the  cars  delivered  to  sidings  and  other  yards, 
and  (b)  the  cars  brought  back  from  sidings  and  other  yards.  In  this  and  subse¬ 
quent  sections,  however,  delivery  output  is  meant  to  include  only  the  former. 
At  the  beginning  of  the  study,  railroad  officials  assured  us  that  these  two  com¬ 
ponents  of  delivery  output  were  so  highly  correlated  that  a  satisfactory  explana¬ 
tion  of  fluctuations  in  one  would  allow  one  to  predict  fluctuations  in  the  other 
quite  easily.  It  seems  doubtful  that  this  omission  should  limit  appreciably  the 
usefulness  of  this  section. 

To  our  knowledge,  the  yardmaster’s  plans  concerning  delivery  are  not 
affected  by  his  plans  concerning  switching.  The  two  jobs  are  quite  distinct  at 
large  yards.  A  delivery  crew  cannot  generally  be  used  for  switching,  and  vice 
versa. 

9.  Customers  may  hold  cars  at  the  yard  three  days  without  charge. 
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The  yardmaster,  when  he  makes  the  forecast,  is  supposed  to 
make  the  following  assumptions  4  (1)  All  industrial  cars  available  for 
delivery  on  the  day  but  not  wanted  by  customers  will  be  wanted 
on  the  i  +  1th  day.  (2)  The  proportion  of  available  industrial  cars 
not  wanted  by  customers  is  constant  from  day  to  day.  (3)  Each 
day,  industrial  cars  constitute  the  same  proportion  of  the  total  num¬ 
ber  of  cars  that  arrive  to  be  delivered.  (4)  The  number  of  cars  that 
arrive  to  be  delivered  but  arrive  so  late  that  they  cannot  be  delivered 
(before  the  end  of  the  day)  is  constant  from  day  to  day.  On  the 
basis  of  these  assumptions,  his  forecast  will  be2 

V,  =  (1  —  Pv)Ai  +  Pv  Ai-h  (7) 


where  is  his  forecast  for  the  ith  day,  A,  is  the  total  number  of  cars 
he  expects  to  arrive  on  the  ith  day  to  be  delivered,  v  is  the  proportion 
of  all  cars  that  are  industrial  cars,  and  P  is  the  proportion  of  available 
industrial  cars  that  are  not  wanted  by  customers. 

We  note  next  that  the  yardmaster  will  incur  penalties  if  (1)  the 
idle  crew  time  for  the  delivery  crews  and  hence  the  cost  per  car 
delivered  is  relatively  high  or  (2)  the  delivery  of  many  cars  is  delayed 
until  the  day  following  their  arrival.  His  superiors  want  interchange 
cars  delivered  before  midnight  to  avoid  an  extra  per  diem  charge,3 


1.  Available  data  seem  to  be  compatible  with  the  second  and  third  assump¬ 
tions.  At  two  yards,  the  mean  deviations  of  the  yardmasters’  daily  forecasts  of 
the  proportion  in  assumption  (3)  were  .01  and  .02.  The  mean  deviation  of  the 
yardmaster’s  daily  forecasts  of  the  proportion  in  assumption  (2)  was  .02  at  one 
yard.  No  data  are  available  concerning  the  first  and  fourth  assumptions. 

2.  Let  A®  =  number  of  interchange  cars  expected  to  arrive  on  itl1  day, 

A”  =  number  of  industrial  cars  expected  to  arrive  on  day, 

Li  =  number  of  interchange  cars  expected  to  arrive  on  day  too 
late  to  be  delivered  on  that  day, 


L”  —  number  of  industrial  cars  expected  to  arrive  on  day  too  late 
to  be  delivered  on  that  day, 

P  =  proportion  of  industrial  cars  not  wanted  by  customers, 
v  =  proportion  of  all  cars  that  are  industrial  cars, 

1 »  =  total  number  of  interchange  and  industrial  cars  that  can  be 
delivered  on  the  ith  day  and  are  wanted  then, 

A»  =  Ac{  +  A”.. 

Then: 


Vi  =  Aci+Lc  -Lc  +  (l-P)(An+Ln  -Ln)+P(An  +  Ln  -  Ln  ^ 

'  '  »  *  — 1  »  t  — I  t  — 2  «  —  1) 


—  At  ~  P»(Ai  —  A,-i),  by  assumptions  (3)  and  (4)  above, 

=  (1  -  P,)Ai  +  PvAi-i . 

3.  The  railroad  must  pay  $2.75  per  day  for  each  “foreign”  car  on  its  tracks, 
and  if  a  car  is  on  its  tracks  at  midnight  it  must  pay  charges  for  the  next  day. 
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and  they  want  industrial  cars  delivered  before  the  end  of  the  day 
to  avoid  complaints  by  customers. 

The  yardmaster,  when  planning  for  the  next  day,  is  supposed  to 
believe  that  to  each  possible  discrepancy  between  the  actual  delivery 
traffic  and  the  planned  output,  there  corresponds  a  certain  number 
of  delayed  cars  and  a  certain  amount  of  idle  crew  time  on  the  next 
day.  In  particular,  he  is  supposed  to  believe  that  (1)  the  number  of 
delayed  cars  will  equal  the  excess  of  the  delivery  traffic  over  the 
planned  output,  (2)  the  amount  of  idle  crew  time  will  be  proportional 
to  the  excess  of  the  planned  output  over  the  delivery  traffic,  (3)  there 
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FIGURE  II 

will  be  no  delayed  cars  if  the  planned  output  exceeds  the  delivery 
output,  and  (4)  there  will  be  little  or  no  idle  time  if  the  delivery 
traffic  exceeds  the  planned  output.* * * 4 

Next,  we  assume  that  there  is  a  unique  relationship  between  the 
amounts  of  car  delay  and  idle  crew  time  and  the  penalties  he  incurs. 
Then,  assuming  that  he  attaches  certain  “disutilities”  to  these  penal¬ 
ties,  he  also  attaches  a  certain  “disutility”  to  each  possible  discrep¬ 
ancy  between  the  delivery  traffic  and  the  planned  output.  In  choices 
involving  uncertainty,  we  suppose  that  these  “disutilities  can  be 

4.  It  is  sufficient  that  he  believes  (3)  and  (4)  above  and  that  (a)  the  actual 
employment  on  the  next  day  will  equal  the  planned  employment,  (b)  where 
possible,  the  actual  output  on  the  next  day  will  equal  the  planned  output,  (c)  the 
crew  productivity  is  known  and  constant,  i.e.,  independent  of  the  number  of 
crews.  The  assumptions  are  similar  to  those  in  the  previous  section. 
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described  by  a  cardinal  aversion  function  like  that  in  Figure  II. 
(This  function  is  discussed  in  the  next  section.) 

The  yardmaster  is  supposed  to  believe  that  the  delivery  traffic 
on  the  next  day  is  a  normally  distributed  random  variable,  and  he 
is  supposed  to  plan  that  output  for  the  next  day  that  minimizes  the 
expected  “disutility.”  Since  the  expression  to  be  minimized  is  similar 
to  (2),8  we  know  that 


d\  =  E'i  + 


a'2  log  a'  Li  —  Lz 

Lz  +  Li  2 


(8) 


where  d*,  is  the  output  planned  for  the  zth  day  that  minimizes  the 
expected  “disutility,”  E\  and  cr'2  are  the  expected  value  and  variance 
of  the  delivery  traffic  on  the  ztb  day,  and  a  is  the  ratio  of  A'(Lz)  to 
A'{  —  L4).  Assuming  that  his  forecast  equals  E\, 

d*i  =  (1  -  Pv)Ai  +  PvAi- 1  +  K,  (9) 


where  K  is  the  sum  of  the  last  two  terms  on  the  right  in  equation  (8). 

Hence,  the  yardmaster  plans  to  deliver  on  the  next  day  a  linear 
combination  of  the  number  of  cars  that  he  believes  arrived  to  be 
delivered  today  and  the  number  that  he  forecasts  for  tomorrow.  To 
link  this  planned  output  with  the  actual  output,  we  assume  that 
there  is  close  correspondence  between  them.  In  particular,  we 
assume  that 


di  =  d*i  +  Vi  =  (1  -  Pv)Ai  +  PvAi^i  -F  K  +  vif  (10) 

where  di  is  the  number  of  cars  delivered  on  the  ith  day  and  is  a 
random  variable  with  zero  expected  value  and  small  variance.  The 
data  that  are  available  seem  to  be  compatible  with  this  assumption.6 


V.  Aversion  Functions 

In  this  section,  we  first  describe  some  of  the  assumptions  under¬ 
lying  the  shape  of  A(d)  and  A'(d').  Then  we  explain  briefly  why 
functions  based  on  these  assumptions  seem  to  us  to  be  reasonable 
approximations. 

5.  Merely  substitute  a1,  <r\  E\  Lt,  and  Ls  for  a,  a,  E,  La  and  Lx  in  (2). 

6.  The  hypothesis  that  the  expected  value  of  w  equals  zero  was  tested  on 
the  basis  of  the  data  mentioned  in  footnote  5,  Sec.  II.  There  was  no  indication 
that  it  should  be  rejected. 

It  should  also  be  noted  that  many  of  the  remarks  concerning  the  switching 
model  apply  to  the  delivery  model  as  well.  For  example,  the  last  four  points  in 
the  previous  section  are  applicable. 

Note,  too,  that  we  assume  that  a'  (and  a  in  the  last  section)  is  constant 
over  time.  This  assumption  need  not  be  made.  However,  in  the  tests  below,  we 
use  this  simple  assumption  and  the  assumption  that  L\,  La,  etc.  are  constant 
because  no  evidence  exists  to  support  another. 
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(1)  Consider  A(d).  For  d  >  0,  the  backlog  foreseen  for  the 
next  day  equals  d  plus  a  constant,  and  hence  it  increases  with  d. 
We  assume  there  exists  an  Li  ( >  0)  such  that,  for  d  <  Lh  the  yard- 
master  believes  that  the  prospective  backlog  would  be  too  small  to 
produce  serious  congestion,  his  superiors  would  be  unlikely  to  detect 
an  appreciable  deterioration  in  service,  and  he  would  incur  no  penal¬ 
ties.  For  d  ^  Li,  we  assume  he  believes  that  the  prospective  backlog 
would  produce  serious  congestion,  he  would  incur  penalties,  but  these 
penalties  would  not  vary  much  with  the  size  of  the  backlog  producing 
the  congestion. 

For  d  <  0,  the  prospective  idle  crew  time  is  proportional  to  —d. 
We  assume  there  exists  an  L2  (>0)  such  that  for  d  >  —  L2,  the  yard- 
master  believes  that  the  prospective  idle  crew  time  would  not  be 
great  enough  to  exceed  certain  “tolerances”  set  for  his  performance 
by  his  superiors  and  he  would  incur  no  penalties.  (In  many  cases, 
he  believes  that  the  prospective  idle  crew  time  would  not  even  show 
up  clearly  on  his  superiors’  records.)  For  d  ^  —  L2,  we  assume  he 
believes  that  the  prospective  idle  crew  time  would  be  great  enough 
to  attract  his  superiors’  attention  and  to  exceed  the  “tolerance”  inter¬ 
val,  he  would  incur  penalties  for  poor  planning,  but  the  latter  would 
not  vary  greatly  with  the  poorness  of  the  planning. 

(2)  Consider  A'{d').  For  d'  >  0,  the  prospective  number  of 
delayed  cars  equals  d! .  We  assume  there  exists  anL3(  >  0)  such  that, 
for  d'  <  L3,  the  yardmaster  believes  that  the  prospective  number  of 
delayed  cars  would  not  exceed  certain  “tolerances”  set  for  his 
performance  by  his  superiors  and  he  would  incur  no  penalties.  (In 
many  cases,  he  believes  that  the  delayed  cars  may  not  even  come  to 
his  superiors’  attention  since  they  have  little  direct  information  on 
this  score.)  For  d'  ^  L3,  we  assume  he  believes  that  the  number  of 
delayed  cars  would  result  in  enough  complaints  and  other  signals  to 
prompt  an  investigation,  the  number  would  exceed  the  “tolerance” 
interval,  he  would  incur  penalties,  but  the  latter  would  not  vary 
much  with  the  number  of  delayed  cars. 

For  d!  <  0,  the  assumptions  are  like  those  regarding  A(d)  for 

d  <  0. 

The  functions  that  are  based  on  these  assumptions  are  only 
approximations.  To  what  extent  do  they  seem  reasonable?  Accord¬ 
ing  to  the  yardmasters  with  whom  we  spoke,  they  seem  quite  reason¬ 
able.  A  more  realistic  function  would  have  much  the  same  general 
shape  but  it  would  be  continuous.  Apparently,  there  are  certain 
points  ( Li  to  —Li)  up  to  which  penalties  are  seldom  imposed  and 
beyond  which  they  are  usually  imposed.  In  the  case  of  A(d)  when 
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d  >  0,  this  is  because  serious  congestion  is  reached  rather  suddenly. 
In  the  other  cases,  it  is  due  in  part  to  deficiencies  in  the  information 
channeled  to  the  yardmaster’s  superiors  and  in  larger  part  to  certain 
“tolerances”  they  set  up.  The  assumption  that  the  penalties  do  not 
vary  much  beyond  these  points  is  reasonable  for  quite  a  wide  range 
beyond  them  but  not  true  for  an  indefinite  range.  Finally,  the  aver¬ 
sion  functions  depend  on  the  yardmaster’s  subjective  evaluation  of 
the  penalties  as  well  as  on  the  penalties  themselves.  From  what  we 
could  gather,  the  approximations  seem  fairly  reasonable  when  this 
factor  is  included.7 

VI.  Costs  and  the  Complete  Model 

At  this  point,  we  have  constructed  a  simple  model  to  explain  the 
yardmaster’s  output  decisions  and  we  have  linked  them  with  actual 
output.  In  this  section,  we  add  an  equation  to  explain  yard  costs 
and  we  present  the  complete  model  to  explain  short-run  fluctuations 
in  output  and  cost. 

On  a  given  day,  the  money  costs8  at  a  freight  yard  are  a  function 
of  both  the  planned  and  actual  output.  Some  factors  were  hired  on 
the  basis  of  the  yardmaster’s  plans  and  they  cannot  easily  be  laid  off 
or  supplemented.  The  quantity  of  other  factors  that  is  used  is  almost 
entirely  a  function  of  actual  output.  We  shall  treat  the  costs  as  a 
function  of  actual  output  only.  If  the  correspondence  between 
planned  and  actual  output  is  as  close  as  we  suppose,  little  harm 
should  result  from  the  omission  of  planned  output.9  The  following 
function  is  used : 


Ci  =  a7Si  +  asd{  +  a9rt  +  a10  +  zi}  (11) 

where  c,  is  the  money  cost  on  the  ith  day,  rf  is  the  average  cut  size 
on  the  fth  day,  and  is  a  random  variable  with  zero  expected  value. 

7.  Functions  similar  to  those  in  Figures  I  and  II  are  discussed  by  H.  Simon, 
“A  Behavioral  Model  of  Rational  Choice,”  this  Journal,  LXIX  (1955). 

8.  Only  the  money  costs  incurred  in  the  yard  are  included;  the  cost  imputed 
to  car  delay  is  not  taken  into  account.  The  categories  of  cost  that  are  included 
in  the  data  below  are  crew  costs,  clerical  costs,  costs  of  dispatching,  oiling,  inspect¬ 
ing,  and  switch-tending,  administrative  salaries,  and  fuel  costs.  Fixed  charges 
are  excluded,  but  many  of  these  costs  are  fixed  in  the  very  short  run.  For  some 
treatments  ot  the  cost  of  car  delay,  see  E.  Mansfield  and  H.  Wein,  “A  Model  for 
the  Location  of  a  Railroad  Classification  Yard,”  Management  Science  (1958),  and 

Linear  Decision  Rules  and  Freight  Yard  Operations,”  Journal  of  Industrial 
Engineering  (1958). 

9.  However,  some  bias  might  arise  in  the  regression  coefficients  estimated 
below  if,  for  example,  small  actual  outputs  are  associated  with  a  negative  discrep¬ 
ancy  between  actual  and  planned  output  anti  large  actual  outputs  are  associated 
with  a  positive  discrepancy. 
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The  effect  of  cut  size  on  processing  time  and  hence  on  costs  has  been 
noted  above. 

This  cost  function  is  not  of  the  usual  type  that  presumes  factors 
are  combined  optimally  for  each  output  level.  Our  function  is  essen¬ 
tially  an  average  relationship  between  cost  and  output.  The  basic 
data  used  below  seem  to  indicate  that  a  linear  function  is  satisfactory, 
but  no  extensive  tests  were  carried  out.  On  a  priori  grounds,  linearity 
does  not  seem  unreasonable  since  these  yards  seldom  operate  near 
capacity. 

Combining  the  cost  equation  (11)  with  the  two  output  equations, 
(6)  and  (10),  a  three-equation  model  results: 

Si  =  a-\b{  CLitj  +  a3  +  U{ 

di  =  aiAi  +  a&At- i  +  a6  +  v{  (12) 

C{  =  a7Si  +  asdi  +  a9rt  +  ai0  + 

The  endogenous  variables  are  s„  dit  and  Ci.  The  remaining  variables 
are  exogenous.  According  to  the  model, 

Oi  =  a2=l;  a 4,  a6  >  0;  o4  +  a6  =  1.  (13) 

VII.  Tests  and  Prediction 

To  test  the  model,  the  a’s  were  estimated  from  data  gathered  at 
three  freight  yards.  The  estimates  were  then  compared  with  the 

TABLE  I 

Selected  Characteristics  of  Yards  A,  B,  and  C,  Fall  1955 


Characteristic 

Output 

Yard  A 

Yard  B 

Yard  C 

Number  of  cars  switched  per  day 

1,375 

1,973 

2,882 

Number  of  cars  delivered  per  day 

485 

261 

149 

Input 

Money  cost  per  day 

$2,700 

$5,100 

$10,800 

Engine  hours  used  per  day 

141 

264 

379 

Other 

Number  of  cars  per  cut 

4.2 

2.6 

1.6 

Backlog  at  end  of  day  (average) 

213 

433 

771 

Number  of  classification  tracks 

22 

47 

70 

Types  of  freight  handled: 

coal 

autos 

coal 

liquids 

coal 

steel 

steel 

stock 

autos 

Source:  Records  of  the  co-operating  railroad. 

values  in  equation  (13).  To  make  these  estimates,  certain  assump¬ 
tions  must  be  made  about  the  distribution  of  the  random  variables 
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in  equation  (12).  We  assume  that  uit  vi}  and  z,-  are  normally  dis¬ 
tributed,  homoscedastic,  mutually  independent,  and  serially  inde¬ 
pendent.* 1  Given  these  assumptions,  it  seems  clear  that  least-squares 
estimates  of  the  a’s  will  also  be  maximum-likelihood  estimates.2 

Note  that  the  exogenous  variables  in  the  first  two  equations  in 
(12)  are  forecasts.  No  data  were  available  concerning  the  yard- 
master’s  past  forecasts  and  it  was  necessary  to  use  instead  the  actual 
values  corresponding  to  ti}  Ai}  and  A,_i .  We  assume  that  the 
actual  value  equals  the  forecast  plus  a  random  variable  with  zero 
expected  value  and  that  the  random  variables  are  mutually  inde¬ 
pendent,  independent  of  the  forecasts,  and  independent  of  the  shock 
terms  in  the  equations.  Given  these  assumptions,  the  actual  values 
may  be  substituted  for  the  forecasts  and  the  former  may  be  treated 
as  if  they  contained  measurement  errors.3 

The  three  yards  at  which  estimates  of  the  a’s  were  prepared  will 
be  referred  to  as  Yards  A,  B  and  C.  Yards  A  and  B  are  flat  yards 


TABLE  II 

Least-Squares  Estimates  of  Parameters  and  Standard  Errors 

Yards  A,  B,  C 


Parameters 

Yard  A 

Estimates  and  Standard  Errors 
Yard  B 

Yard  C 

a  l 

1.05  (.07) 

•98(.08) 

•64(.07) 

02 

1.14(.03) 

1.07  (.05) 

.72(.05) 

03 

-419 

—  560 

316 

04 

1.04(.12) 

.59(.16) 

.78(.08) 

06 

.29(.ll) 

.05  (.14) 

.18(.07) 

(Xq 

-25 

86 

8 

a  7 

.23  (.08) 

.14(.15) 

.04  (.16) 

08 

.21  (.14) 

2.67(.67) 

.84(1.65) 

O9 

-31.15(19) 

-168.27(104) 

431.04(855) 

OlO 

2370 

5707 

9791 

Source:  Basic  data  from  records  of  co-operating  railroad. 


located  in  midwestern  industrial  centers;  Yard  C  is  a  hump  yard 
located  in  the  Middle  Atlantic  states.  Some  relevant  data  concerning 
these  yards  are  shown  in  Table  I.  At  each  yard,  data  for  sixty-one 

1.  See  footnote  4,  below  for  the  results  of  tests  concerning  some  of  these 
assumptions. 

2.  This  can  be  seen  by  forming  the  joint  probability  density  function  of  Ui, 
Vj,  and  Zi,  by  making  a  linear  transformation  to  S{,  di,  and  c*,  and  by  forming  the 
likelihood  function,  L.  Maximizing  L  with  respect  to  each  of  the  parameters, 
the  resulting  estimators  are  those  that  result  from  the  use  of  least  squares. 

3.  Note  that  it  is  necessary  for  the  variance  of  the  “measurement  errors” 
to  be  known.  See  K.  Fox,  “Structural  Analysis  and  the  Measurement  of  Demand 
for  Farm  Products,”  Review  of  Economics  and  Statistics,  XXXVI  (1954). 
See  the  following  footnote  for  the  results  of  some  tests  of  the  assumptions. 
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days  were  collected  concerning  the  endogenous  and  exogenous  vari¬ 
ables,  and  least-squares  estimates  of  the  n’s  were  derived.  The  esti¬ 
mates  were  then  adjusted  for  the  “measurement  errors,”  i.e.,  the 
differences  between  the  forecasts  and  the  actual  values  used.4  The 
resulting  estimates  are  shown  with  their  standard  errors  in  Table  II. 

If  the  estimates  are  compared  with  the  values  in  equation  (13), 
the  agreement  is  not  too  bad  (considering  the  difficulties  noted  in 
the  next  paragraph).  (1)  The  estimates  of  a4  and  a2  are  fairly  close 
to  one  at  Yards  A  and  B;  but  at  Yard  C  they  depart  from  that  value. 
(2)  The  estimates  of  a4  and  a5  are  positive  at  all  three  yards.  (3)  At 
Yard  C,  the  sum  of  the  estimates  of  a4  and  aB  is  fairly  close  to  one. 
At  Yards  A  and  B,  the  sums  differ  considerably  from  one,  but  the 
standard  errors  are  very  large.5 

In  interpreting  Table  II,  note  that  the  estimates  and  standard 
errors  depend  on  the  variances  of  the  “measurement  errors.”  These 
variances  could  be  estimated  only  roughly,  and  hence  the  estimates 

4.  To  make  these  adjustments,  estimates  of  the  variances  of  the  “measure¬ 
ment  errors”  are  needed.  Data  were  collected  at  Yard  C  concerning  f>;  and  U 
and  the  corresponding  actual  values.  The  variances  of  the  “measurement  errors,” 
or  differences,  were  then  estimated  for  Yard  C.  The  corresponding  variances  for 
Yards  A  and  B  were  estimated  by  assuming  the  ratio  of  the  “measurement  error” 
variation  to  the  variation  in  the  actual  values  to  be  constant  from  yard  to  yard. 
Similarly,  data  were  collected  at  Yard  B  concerning  the  “measurement  errors” 
for  Ai  and  A,-  _ , ;  and  estimates  of  the  variances  at  other  yards  were  made  in  the 
same  way. 

Tests  were  carried  out  on  these  data  to  determine  whether  the  “measure¬ 
ment  errors”  were  mutually  independent,  independent  of  the  random  variables 
in  the  equations,  and  independent  of  the  forecasts.  The  evidence  did  not  call  for 
the  rejection  of  these  hypotheses. 

Tests  were  also  carried  out  to  determine  whether  after  adjustment  the 
residuals  of  the  regression  equations  were  mutually  and  serially  independent.  In 
general,  the  evidence  did  not  call  for  rejection  of  these  hypotheses,  but  some 
serial  correlation  seemed  to  show  up  in  the  cost  equation  residuals.  These  results 
are  ambiguous,  however,  because  the  shock  terms  and  the  “measurement  errors” 
are  confounded  in  the  residuals. 

5.  The  coefficients  in  the  cost  equations  seem  to  be  consistent  with  the 
beliefs  of  most  railroad  men.  (1)  The  three  estimates  of  a7  seem  to  be  consistent 
with  the  belief  that  the  marginal  cost  of  switching  is  less  at  a  hump  yard  (Yard  A) 
than  at  flat  yards  (Yards  B  and  C).  (2)  The  interyard  differences  in  the  estimates 
of  a8  would  be  expected,  since  for  cars  that  are  delivered  the  average  length  of 
haul  is  greatest  at  Yard  B  and  least  at  Yard  A.  Note,  however,  the  large  standard 
errors  of  the  estimates. 

Note  that  these  costs  include  much  more  than  the  costs  that  are  variable 
in  the  very  short  run  and  hence  that  the  estimated  cost  equations  do  not  contra¬ 
dict  the  first  of  the  last  three  points  in  Section  III. 

Note  too  that  the  estimates  of  a3  at  Yard  C  and  o6  at  Yards  B  and  C  are 
positive  whereas  we  should  expect  them  to  be  negative.  The  reason  seems  to  be 
that  the  “measurement  error”  variances  were  underestimated  in  these  cases  and 
hence  that  the  regression  coefficients  are  underestimated  and  the  intercepts  are 
overestimated.  Of  course,  sampling  errors  are  present,  too. 
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Number 


FIGURE  III 

Switching  and  Delivery  Predictions,  Yards  B  and  C,  1956 

and  standard  errors  reflect  errors  other  than  those  associated  with 
sampling.  These  errors  are  difficult  to  estimate  and  they  cloud  the 
picture  in  Table  II.  The  standard  tests  of  the  hypotheses  in  equa¬ 
tion  (13)  would  probably  be  misleading.  The  differences  between 
hypothesized  and  estimated  values  should  not  be  compared  with  the 
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Cost  $ 


FIGURE  IV 

Cost  Predictions,  Yards  B  and  C,  1956 

standard  errors  in  the  usual  way  that  presumes  only  sampling  errors 
are  present. 

To  test  the  model  further,  an  attempt  was  made  to  determine 
its  predictive  ability.  For  about  two  weeks,  data  were  collected  each 
day  at  Yards  B  and  C  concerning  the  values  of  the  exogenous  vari¬ 
ables.  In  this  case,  the  yardmaster’s  forecasts  (5;,  U,  Ait  Ai~i)  could 
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be  used.  On  the  basis  of  this  information  and  some  of  the  estimates 
derived  above,  the  switching  output,  the  delivery  output,  and  the 

costs  were  predicted  for  each  day.6 

The  predicted  number  of  cars  switched  and  the  predicted  number 
of  cars  delivered  are  shown  with  the  actual  numbers  in  Figure  III.7 
The  model  predicts  considerably  better  than  the  typical  naive  models.8 
With  regard  to  switching  output,  the  model  predicted  the  direction 
of  change  correctly  in  almost  90  per  cent  of  the  cases.  With  regard 
to  delivery  output,  the  results  are  somewhat  less  encouraging. 


6.  The  period  during  which  the  predictions  were  made  was  almost  a  year 
subsequent  to  the  sixty-one  days  referred  to  above.  The  predictions  were  based 
on  the  equations  in  (12).  Of  course,  the  shock  terms  shown  there  were  suppressed. 
Both  ai  and  02  were  set  equal  to  one,  and  0,3  was  set  equal  to  s  —  b  —  i^where  s 
is  the  mean  number  of  cars  switched  during  the  sixty-one  day  period,  b  is  the 
mean  backlog,  and  t  is  the  mean  number  of  cars  that  arrived  to  be  switched. 
The  value  at  each  yard  was  quite  close  to  that  which  results  when  rough  estimates 

.  <r2  log  a  Li  —  Li  „ 

are  inserted  in  the  right-hand  side  of  a3  =  --  ■  +  - ^ —  —  c  • 


&  A 

In  addition,  a4  was  set  equal  to  4  ;  a6  was  set  equal  to  - — ;  and  a,  was  set 

’  d4T  «4  "T 

equal  to  d  —  a4  Ai  —  atAi  —  1;  where  dt  and  are  the  estimates  in  Table  II, 
and  d,  Ai,  and  A%—  1  are  the  means  of  the  actual  values  of  di,  A,-,  and  A<  —  i  for  the 
sixty-one  days.  The  values  of  as  are  quite  close  to  those  that  result  when  rough 
estimates  are  inserted  in  the  right-hand  side  of 


v'5  log  a  Li  —  L s 
08  ~~  L,  +  L4  2  ’ 

The  estimates  of  a7,  a8,  a9,  and  a,o  in  Table  II  were  used  in  the  cost  predictions. 
These  predictions  were  then  increased  by  8  per  cent  because  a  wage  increase 
had  occurred  since  the  sixty-one  days.  The  cost  predictions  were  made  on 
the  day  following  that  to  which  the  prediction  applied.  This  was  necessary 
because  the  value  of  r;  was  not  available  until  then.  The  actual  delivery  and 
switching  outputs  rather  than  those  predicted  by  the  model  were  used  in  the 
cost  predictions. 

7.  Delivery  output  predictions  are  shown  only  for  Yard  B.  At  Yard  C 
the  yardmaster  misunderstood  our  concept  of  delivery  and  the  data  were  worth¬ 
less.  He  included  in  his  forecasts  some  types  of  cars  that  really  did  not  have 
to  be  delivered. 

8.  The  root  mean  square  error  of  the  model’s  predictions  and  the  predictions 
of  two  naive  models  are  shown  below: 


Yard  B 

Present  Model  Naive  Model 

(*»  =  Xi-0 

Switching  Output 

184.7  215.8 

Naive  Model 

(Xi  =  Xj  —  1/ Xf  ■ 

239.6 

Yard  C 

210.3 

459.3 

701.8 

Yard  B 

Delivery  Output 

59.1  156.8 

323.7 

Yard  B 

Costs 

249.8  309.2 

388.9 

Yard  C 

333.6 

351.9 

471.8 
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The  cost  predictions  in  Figure  IV  are  also  superior  to  those 
based  on  naive  models,  though  the  results  for  Yard  C  are  not  much 
better  than  the  latter.  With  regard  to  direction  of  change,  the 
results  are  better  than  for  delivery  output  but  not  so  good  as  for 
switching  output. 

The  model  seems  to  stand  up  against  these  tests  fairly  well.  But 
a  final  question  might  be  considered.  Does  it  predict  better  than  a 
model  that  assumes  the  yardmaster  minimizes  expected  costs?  Our 
knowledge  of  the  cost  functions  at  Yards  B  and  C  is  admittedly 
incomplete.  But  we  used  what  data  were  available  to  set  up  a  tenta¬ 
tive  cost-minimization  model  like  that  described  in  another  paper.9 
This  model  is  an  application  of  dynamic  programming  to  the  problem 
of  output  and  employment  determination.  At  Yard  B  it  seems  to 
predict  switching  output  about  as  well  as  the  model  presented  here. 
However,  at  Yard  C  it  seems  to  be  inferior.  Note,  however,  that 
these  results  are  based  on  sketchy  information  and  that  they  are  only 
tentative.1 

VIII.  Summary  and  Conclusions 

In  this  paper,  a  model  is  constructed  to  explain  some  decisions 
of  a  manager  at  an  intermediate  level  of  a  railroad.  These  decisions 
are  linked  to  actual  fluctuations  in  output  and  cost,  and  the  model 
is  used  to  explain  the  observable  fluctuations.  The  model  is  not 
based  on  profit  maximization  or  cost  minimization;  a  particular  type 
of  aversion  function  is  used  instead.  Two  types  of  tests  are  con¬ 
ducted  :  some  coefficients  prescribed  by  the  model  are  compared  with 
estimates,  and  the  model  is  used  for  prediction.  In  both  cases,  the 
results  seem  quite  encouraging. 

The  model  is  built  around  the  manager’s  aversion  functions. 
Behind  these  functions  there  lies  the  structure  of  penalties  and  incen¬ 
tive  set  up  by  his  superiors.2  To  have  much  effect  on  his  decisions, 
it  would  seem  that  changes  in  over-all  company  policy  must  be 
reflected  in  his  aversion  functions.  His  superiors  attempt  to  influence 
these  functions,  presumably  in  accord  with  changes  in  over-all  policy, 
by  altering  the  structure  of  penalties  and  incentives.3  It  might  be 
interesting  to  study  actual  changes  in  over-all  policy  and  to  see,  as 
best  one  can,  the  effects  they  have  on  the  aversion  functions  and 
the  decisions  that  are  made.  We  conjecture  that  many  changes  in 
policy,  by  the  time  they  trickle  part  way  through  a  large  organiza¬ 
tion,  have  surprisingly  little  effect  on  the  latter. 

9.  Mansfield  and  Wein,  “Linear  Decision  Rules  and  Freight  Yard  Opera¬ 
tions,”  op.  cit. 
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The  model  also  points  to  some  problems  involved  in  co-ordinat¬ 
ing  an  organization  in  such  a  way  that  profit  is  maximized  or  some 
other  such  variable  is  optimized.  Even  if  the  optimum  decisions  were 
known,  the  penalty  structure  for  each  manager  would  have  to  be 
set  so  that  these  decisions  would  actually  be  made.  In  principle,  it 
may  be  possible  to  tailor  the  penalty  structure  for  each  manager  so 
that  his  decisions  conform  closely  to  the  known  optimum  rules  for 
production  and  employment  scheduling,  etc.  But  in  practice,  this 
may  be  very  difficult  because  of  the  complexities  involved  in  direct 
measurement  of  the  aversion  functions,  the  difficulties  due  to  inter¬ 
temporal  instability  in  the  functions,  etc.  Here,  too,  is  an  area  where 
further  study  might  be  worthwhile. 

Many  important  variables  are  under  the  immediate  control  of 
managers  occupying  intermediate  positions  in  the  firm.  Yet,  eco¬ 
nomics  at  present  has  little  or  nothing  to  say  in  this  area.  The  present 
study  is  only  a  beginning:  it  deals  with  only  one  type  of  firm  and 
only  one  level  of  the  administrative  structure  within  that  firm. 
Hence,  the  results  can  be  only  tentative.  But  a  model  is  presented 
that  is  sufficiently  simple  and  operational  to  allow  testing,  and  it 
seems  to  stand  up  to  these  tests  fairly  well. 

Carnegie  Institute  of  Technology 

Yard  C  should  be  about  500  cars.  But  the  actual  backlog  hovers  about  750  cars. 
Predictions  based  on  a  cost-minimization  model  overestimate  the  number  of  cars 
switched  by  about  250  cars.  The  larger  backlog  is  quite  compatible  with  the 
model  presented  here,  one  possible  explanation  being  that  the  yardmaster’s 
superiors  are  too  much  concerned  with  idle  crew  time.  It  is  conceivable,  of 
course,  that  it  might  also  be  compatible  with  a  cost-minimization  model  if  better 
data  were  available  concerning  costs. 

2.  The  emphasis  in  preceding  sections  has  been  on  penalties  rather  than 
incentives.  Of  course,  incentives  and  penalties  can  both  be  easily  incorporated 
into  the  model. 

3.  We  do  not  mean  that  the  “disutility”  attaching  to  a  particular  penalty 
is  altered,  but  rather  that  the  penalty  for  a  certain  action  (or  event)  is  altered 
and  hence  that  the  “disutility”  attaching  to  the  action  (or  event)  is  changed. 
For  example,  A  ( d )  may  be  altered  by  changing  the  penalties  attaching  to  particu¬ 
lar  discrepancies  between  the  switching  traffic  and  the  planned  output. 
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I.  Outline  of  the  problem  of  capital  and  of  the  need  to  reconcile  its  treat¬ 
ment  by  Austrian  and  neoclassical  theorists,  as  also  to  establish  a  link  between 
economics  and  accountancy  practice,  537.  —  II.  Introduction  to  the  concept  of 
the  money  capital  requirement  function  and  the  criteria  of  profit  rate  maximiza¬ 
tion,  540.  —  III.  Synthesis  of  divergent  theories  by  full  development  of  a  new 
generalized  money  capital  requirement  function,  544.  —  IV.  Comparison  of  the 
results  here  obtained  with  those  of  neoclassical  theory,  555.  —  V.  Summary,  557. 

“Capital  is  not  in  the  technical  sense  just  another  factor 
juxtaposited  with  the  primary  factors,  but  rather  a  new 
dimension  on  each  of  the  primary  factors."  (Ragnar  Frisch.)1 

I 

The  word  “capital”  is  one  commonly  used  by  accountants, 
lawyers  and  economists  in  a  bewildering  variety  of  meanings,  all 
loosely  related  to  one  another  but  by  no  means  equivalent.  In  par¬ 
ticular,  capital  is  sometimes  thought  of  as  money,  in  Wicksell’s  words 
“the  principal  as  opposed  to  the  interest,”  and  sometimes  as  durable 
equipment,  i.e.,  the  actual  physical  plant  and  buildings,  required  to 
carry  on  production. 

Corresponding  to  these  two  points  of  view  it  is  possible  to  dis¬ 
tinguish  two  separate  theories  of  production  leading  to  two  different 
concepts  of  profit.  On  the  one  hand,  we  have  Wicksell  and  the 
Austrian  school  for  whom  capital  is  money  and  profit  is  indistinguish¬ 
able  from  interest.  Production  is  organized  so  as  to  maximize  the 
rate  of  return  on  money  invested.2  On  the  other  hand,  what  we 
shall  call  the  neoclassical  theory  of  production  centers  on  the  idea 
of  a  production  function  which  includes  money  capital  as  a  factor 
on  the  same  basis  as  any  other.  Money  can  be  freely  purchased  at 
a  market  price  by  the  “entrepreneur”  whose  aim  is  to  maximize  his 
own  remuneration  which  is  the  residual  “profit.” 

Put  this  way  there  appears  to  be  a  more  than  trivial  difference 
between  the  two  schemes  of  thought,  although  they  purport  to 

1.  “Frisch  on  Wicksell,”  The  Development  of  Economic  Thought  —  Great 
Economists  in  Perspective,  ed.  H.  W.  Spiegel  (New  York:  Wiley  and  Sons,  1952), 

pp.  653-99.  T  j 

2.  Cf.  Knut  Wicksell,  Lectures  on  Political  Economy  (English  ed.;  London: 

George  Routledge  and  Sons,  1934),  I,  181,  equation  (i). 
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describe  the  same  empirical  phenomena.  And  yet,  it  is  generally 
accepted  that  both  arguments  amount  in  the  end  to  the  same  thing. 
It  seems  to  be  agreed  that  the  full  content  of  the  Austrian  theory  can 
be  imported  into  the  neoclassical  framework  simply  by  qualifying  the 
marginal  value  products  of  static  theory  with  the  adjective  “time- 
discounted.”3  The  important  distinction  between  capital  (fixed 
equipment)  which  contributes  to  production,  and  capital  (work  in 
progress)  which  is  itself  part  of  the  product,  tends  now  to  be  for¬ 
gotten.  Wicksell’s  conception  of  money  as  the  controlling  factor,  in 
the  interest  of  which  the  firm  operates,  has  been  abandoned  in  favor 
of  the  “entrepreneur.” 

It  is  not  difficult  to  find  very  good  reasons  for  the  relative  eclipse 
of  the  Austrian  approach.  In  the  first  place,  it  has  never  been  suc¬ 
cessfully  developed  with  any  very  great  generality.  In  its  theoretical 
expositions,  production  almost  always  consists  of  wine  maturing  in  a 
vacuum  or  trees  growing  upon  land  of  no  value.4 5  Again  it  can  be 
argued,  and  indeed  Wicksell  himself  showed,  that  whichever  theory 
of  profit  we  choose,  the  general  equilibrium  attained  will  have  the 
same  properties.  We  know,  in  fact,  by  the  so-called  “adding  up” 
criterion,  that  if  all  factors  except  one  are  paid  at  the  rate  of  the 
value  of  their  marginal  product,  the  residual  will  always  be  the  mar¬ 
ginal  value  product  of  the  excluded  factor,  as  long  as  production  takes 
place  at  minimum  average  cost  and  price  equals  average  cost.&  Thus 
general  equilibrium  is  the  same  whether  management  is  maximizing 
its  own  reward  while  paying  money  capital  the  value  of  its  marginal 
product,  or  vice  versa. 

On  the  other  hand,  there  is  much  to  suggest  that  a  great  deal 
has  been  lost  by  the  failure  to  produce  a  more  adequate  synthesis  of 
all  that  is  best  in  the  work  of  both  the  Austrian  and  the  neoclassical 
schools.  In  the  first  place,  the  fact  that  two  theories  of  profit  lead 
to  the  same  general  equilibrium  is  not  sufficient  to  make  them  the 
same  theory.  The  route  by  which  equilibrium  is  attained  is  often  as 
important  as  the  equilibrium  itself.  We  have  shown  elsewhere6  that, 
if  general  equilibrium  has  not  been  attained,  and  the  fact  that  an 
investment  is  being  contemplated  in  any  industry  implies  that  it  has 
not,  then  the  two  theories  of  profit,  the  Wicksellian  and  the  neo- 

3.  Cf.  Earl  Rolph,  “The  Discounted  Marginal  Productivity  Doctrine,” 
Journal  of  Political  Economy,  XLVII  (Aug.  1939),  542-56. 

4.  Cf.,  e.g.,  Friedrich  and  Vera  Lutz,  The  Theory  of  Investment  of  the  Firm 
(Princeton  University  Press,  1951). 

5.  Cf.  Paul  Samuelson,  F oundations  of  Economic  Analysis,  p.  86. 

6.  Andrf1  Gabor  and  I.  F.  Pearce,  “A  New  Approach  to  the  Theory  of  the 
Firm,  Oxford  Economic  Payers  (New  Series),  LIV  (Oct.  1952),  252-65. 
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classical,  lead  to  different  conclusions.  Both  optimum  scale  and 
optimum  technique  of  production  will  be  different  in  each  case.  This 
follows  from  the  fact  that,  unless  all  producers  are  operating  at 
minimum  average  cost,  the  "adding  up”  criterion  no  longer  holds. 
We  come  back  to  this  again  later  from  a  different  point  of  view. 

Nor  is  this  all.  There  is  no  place  anywhere  in  the  neoclassical 
theory  of  the  firm  for  working  capital.  It  cannot  logically  be  included 
in  the  production  function  since  at  least  some  part  of  it  must  be  the 
money  required  to  sustain  other  factors  throughout  the  period  of 
production;  and  this  will  vary  with  the  prices  of  those  factors.  Thus, 
the  quantity  of  one  factor  depends  upon  the  prices,  of  the  others.  In 
other  words,  the  production  function  is  a  function  of  factor  prices 
as  well  as  factor  inputs.  This  makes  nonsense  of  the  apparatus  of 
equi-product  contours  and  constant  outlay  lines  in  terms  of  which 
the  neoclassical  theory  is  commonly  set  out.7 

Again,  the  student  of  the  modern  textbook  theory  of  the  firm, 
who  is  also  a  student  of  accountancy,  will  find  very  few  points  of 
contact  between  his  two  subjects.  Profit  in  one  is  a  cost  in  the 
other  and  vice  versa.  Neoclassical  theory  does  not  deal  explicitly 
with  the  role  of  money  whereas  this  is  the  beginning  and  the  end  of 
the  accountant’s  interest.  The  assumption  of  an  entrepreneur,  who 
can  scarcely  be  identified  in  practice,  brushes  aside  all  questions  of 
who  is  acting  in  whose  interest,  and  with  it  all  need  to  consider  the 
merits  of  ordinary  versus  preference  shares.8  The  neoclassical  firm 
comes  into  existence  with  the  wave  of  a  wand.  There  is  no  pre- 
production  period  which  the  accountant  can  identify  as  correspond¬ 
ing  to  his  ritual  of  share  issues  and  calls.  The  life  of  durable  equip¬ 
ment  does  not  figure  in  the  theory,  so  that  the  discussion  of  deprecia¬ 
tion  funds  appears  as  an  uncomfortable  appendage  only  reluctantly 
introduced,  if  it  is  introduced  at  all. 

We  believe  that  in  the  present  paper  we  have  succeeded  in  a 
modest  degree  in  maintaining  a  footing  in  all  three  camps,  the 
accountants’,  the  Austrian  and  the  neoclassical.  A  scheme  is  pro¬ 
posed  which  has  the  neoclassical  advantage  of  a  high  level  of  general¬ 
ity,  at  the  same  time  retaining  a  build-up  period  which  serves  to 
reveal  explicitly  the  nature  of  capital  and  its  relationship  to  the 
accountant’s  concept.  Our  approach  in  fact  makes  it  necessary  to 
seek  the  theoretical  solution  of  a  problem  which  has  long  been  a 
source  of  trouble  to  accountants  and  lawyers,  namely  that  of  dis- 

7.  Cf.  Joan  Robinson,  The  Accumulation  of  Capital  (London:  Macmillan, 
1956),  p.  414  footnote. 

8.  Cf.  Gabor  and  Pearce,  op.  cit. 
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tinguishing  between  the  payment  of  profits  and  the  repayment  of 
capital.  The  solution  obtained  enables  us  to  generalize  and  give  a 
nontautological  meaning  to  Wicksell’s  formula  for  capital  recently 
rediscovered  by  Professors  R.  Kahn  and  D.  G.  Champernowne.9  It 
becomes  possible  also  to  compare  and  contrast  in  a  convenient  way 
the  two  theories  of  profits  referred  to  above.  In  the  first  instance 
we  accept  the  Wicksellian  hypothesis.  Our  firm  is  controlled  by  ordi¬ 
nary  shareholders  who  buy  “management”  (which  is  regarded  as  a 
form  of  labor)  at  its  market  price.  Management  operates  so  as  to 
maximize  the  rate  of  return  on  ordinary  shares.  Later  we  show  how 
the  neoclassical  assumption  of  an  entrepreneur  fits  into  our  scheme.1 
We  make  no  secret,  however,  of  our  preference  for  Wicksell’s  view 
which  we  believe  to  accord  more  closely  with  the  facts  and  which 
leads  naturally  to  issues  which  are  important  in  the  real  world.  In 
fact,  the  present  paper  represents  in  part  a  plea  for  the  return  to 
the  idea  of  a  firm  as  an  investment  opportunity  with  management 
acting  on  behalf  of  the  suppliers  of  capital. 

Economists  who  do  not  share  our  views,  tend  to  argue  that  loan 
capital  is  in  fact  money  bought  in  the  market  at  a  fixed  price,  exactly 
as  assumed  by  the  neoclassical  theorists.  But  all  shares  cannot  be 
preference  shares,  and  it  is  easy  to  show  that  if  preference  and  ordi¬ 
nary  shares  are  taken  in  a  fixed  ratio  (the  so-called  gearing  ratio),  the 
equilibrium  output  is  precisely  the  same  as  if  all  shares  were  ordinary. 
And  even  if  there  were  no  fixed  gearing  ratio,  it  would  still  be  more 
profitable  to  any  limited  number  of  ordinary  shareholders  to  use 
borrowed  funds  to  become  ordinary  shareholders  in  a  second  firm 
rather  than  to  extend  their  own  firm  into  the  region  of  decreasing 
returns.2 

II 

We  begin  from  the  idea  of  a  production  function  which  we  shall 
write 

F  =  F(x,y, . ), 

where  F  is  the  output  per  unit  of  time  of  the  product  or  service,  and 
x,y,  etc.,  the  inputs  of  factors  per  unit  of  time,  none  of  the  x,y,  etc., 
being  money  capital.  The  exclusion  of  money  capital  from  the  pro¬ 
duction  function  is  the  cornerstone  of  our  approach.  It  seems  clear 
to  us  that  there  is  an  essential  difference  between  money  and  any 

9.  Cf.  Joan  Robinson,  op.  cit.,  final  appendix. 

1.  Cf.  especially  Section  IV  below. 

2.  Cf.  Gabor  and  Pearce,  op.  cit. 
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other  factor.  Production  could  conceivably  be  carried  on  without 
money  if  other  inputs  were  made  available  by  some  dictatorial  hand ; 
but  the  removal  of  a  unit  of  any  other  factor  would  immediately 
reduce  the  product.  Money  capital  is  a  catalyst.  It  has  no  direct 
marginal  product  but  operates  only  by  influencing  the  way  in  which 
other  factors  are  used.  We  return  to  this  point  again  towards  the 
end  of  Section  III.3 

The  inputs  x,y,  etc.,  may  be  single  use  goods,  e.g.,  raw  materials, 
or  durable  machines,  quantities  being  measured  in  terms  of  appro¬ 
priate  physical  units.  It  should  be  noted  that  if  x  in  the  production 
function  stands  for  x  machines  we  do  not  mean  that  x  machines  were 
used  up  in  the  time  period.  We  mean  only  that  they  were  in  use. 
The  fact  that  single  use  goods  are  used  up  in  the  time  period  but 
durable  machines  are  not  is  irrelevant  as  far  as  the  writing  of  the 
production  function  is  concerned.  It  becomes  relevant  only  later 
when  we  attach  a  life  span  to  each  factor. 

Stocks  of  raw  materials  and  work  in  progress  are  not  factors  of 
production  but  they  do  influence  the  money  capital  requirement  in 
a  way  which  will  become  evident  later.  In  brief,  our  production  func¬ 
tion  corresponds  exactly  to  the  production  function  which  figures  in 
modern  theories  of  growth.  Capital  accumulation  means  the  accumu¬ 
lation  of  durable  factors  of  production  in  our  sense.  The  accumulation 
of  stocks  and  work  in  progress  does  not  contribute  directly  to  produc¬ 
tion  but  affects  it  indirectly  via  the  rate  of  interest. 

In  addition  to  the  production  function,  we  have  a  money  capital 
requirement  equation.4  This  expresses  the  dependence  of  the  money 
capital  requirement  on  the  prices  and  quantities  of  all  other  factors 
used.  Most  of  the  next  section  will  be  concerned  with  the  investiga¬ 
tion  of  the  exact  nature  of  this  dependence.  In  the  meantime,  how¬ 
ever,  we  assume  factor  prices  to  be  given  and  write  money  capital 
requirements  as 

C  =  C(x,y . ), 

making  C  a  function  of  all  other  factor  quantities  only.  C  may  be 
made  up  of  ordinary  shares  or  of  borrowed  funds  or  of  any  mixture 
of  both.  But,  as  earlier  claimed,  we  lose  nothing  at  this  stage  by 
assuming  the  whole  to  be  ordinary  capital.  For  convenience  there¬ 
fore  we  introduce  this  hypothesis. 

The  rate  of  return  r  on  ordinary  shares  therefore  is,  by  defini- 

3.  Cf.  also  Oskar  Lange,  “The  Place  of  Interest  in  the  Theory  of  Produc¬ 
tion,”  Review  of  Economic  Studies,  III  (June  1936),  159-92. 

4.  Ibid. 
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tion,  total  revenue  minus  total  cost  divided  by  the  money  capital 
requirement,  i.e.,  in  the  two  factor  case, 

mF  -  px  -  qy 

r  =  - - - ,  (.) 

where  m,  p  and  q  are  the  prices  of  the  product  and  of  factors  x  and  y, 
respectively.  (The  precise  meaning  of  the  price  if  the  factor  is  dur¬ 
able  equipment  will  be  discussed  further  down.) 

We  now  consider  the  choice  of  the  best  technique  which  resolves 
itself  into  the  problem  of  finding  the  values  of  x  and  y  which  will 
maximize  r  for  any  given  level  of  output,  i.e.,  subject  to  the  con¬ 
straint  that  F  equals  a  constant.  In  other  words,  we  want  to  find 
that  point  on  any  given  equi-product  contour  where  the  the  rate  of 
return  on  capital  is  at  a  maximum.  Since  at  that  point  the  marginal 
rate  of  return  equals  the  average  rate  of  return,5  we  obtain 


qFx  -  pFy  _  mF  -  px  -  qy 
CxFy  -  CyFx  ~  C  W 

as  the  maximum  condition.  In  view  of  (i),  this  implies  that  for 
equilibrium  values  of  x  and  y  (m,  p  and  q  constant) 


_  yFy  _ 

^max  T7  _  O  V 

y  x 

This  can  also  be  written  in  the  form 


F  x  P  ~1~  I'maxC' x  /•••\ 

F  ~  n  _L  r  (J  1U 

1  V  q  \  ’max'^y 

In  economic  terms,  equation  (iii)  means  that  at  every  possible 
level  of  output  the  factors  of  production  will  be  so  combined  that  the 
ratio  of  the  marginal  physical  productivities  is  equal  to  the  ratio 
of  the  cost  of  using  a  unit  of  each  factor  per  unit  of  time,  including  an 
appropriate  charge  for  capital. 

The  point  we  wish  to  emphasize,  however,  is  not  that  a  charge 
for  capital  must  be  made,  for  this  would  be  everywhere  agreed,  but 
that  the  charge  must  be  calculated  at  a  rate  equal  to  the  maximum 
rate  it  is  possible  to  earn  in  the  projected  investment  at  each  level 
ol  output.  rmax  will  not  be  the  same  for  every  level  of  output.  Nor 
will  it  be  the  same  in  general  as  the  objectively  given  market  rate 
of  interest,  even  for  that  level  of  output  at  which  rmax  is  greatest. 

5.  Cf.  Lutz,  op.  at.;  also  Tibor  Scitovsky,  “Maximation  du  profit,”  Revue 
Economique,  No.  3  (May  1955),  pp.  368-86. 
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It  will  be  the  same  only  at  the  point  where  both  the  firm  and  the 
industry  are  in  equilibrium.6  It  depends  on  conditions  which  are 
not  under  review  here  whether,  in  any  particular  case,  such  a  point 
exists  or  not.  The  possibility  of  several  points  or  even  a  region  of 
such  double  equilibrium  cannot  be  ruled  out  either. 

If  we  had  begun  from  the  assumption  that  the  rate  of  interest 
is  always  given  in  the  market  and  that  there  exists  in  the  firm  an 
“entrepreneur”  whose  aim  is  to  maximize  his  residual  income,  we 
should  have  reached  a  conclusion  which  looks  formally  the  same  as 
equation  (iii)  above.  The  difference  would  be  that  in  the  place  of 
rmax  we  should  have  r0,  the  given  market  rate.  If  r0  ^  rmax,  this 
would  imply  a  different  technique  of  production. 

It  is  worth  noting  in  parenthesis  that  the  distinction  between 
r0  and  rmax  is  very  relevant  to  the  celebrated  dispute  over  the  so-called 
“Ricardo  effect,”  i.e.,  over  the  extent  to  which  changes  in  the  profit 
margin  or  the  market  rate  of  interest  will  affect  the  degree  of  capital¬ 
ization  of  productive  processes.7  Only  if  general  equilibrium  con¬ 
tinuously  prevailed  should  we  have  r0  and  rmax  identical.  In  macro- 
economic  arguments  it  might  sometimes  be  convenient  to  assume 
that,  when  there  is  change,  r0  and  rmax  change  together,  but  if  so,  the 
assumption  should  be  made  explicit.  It  should  be  emphasized  that 
any  change  is  from  one  position  of  general  equilibrium  to  another. 

On  the  other  hand,  out  of  equilibrium  situations  are  very  relevant 
to  the  individual  firm’s  decisions,  and  in  this  paper  it  is  with  individual 
firms’  decisions  that  we  are  primarily  concerned.  In  what  follows  we 
shall  need  to  maintain  carefully  the  distinction  which  we  have  drawn 
between  r0  and  rmax. 

Consider  now  the  optimum  scale  of  output  as  opposed  to  tech¬ 
nique.  Equation  (iii)  can  be  written 

XE x  ~  V  ”f“  I'maxC'x  j  q  T  TmaxCy  ,  (iv) 

where  X  is  an  undetermined  multiplier,  the  same  for  all  factors.  If 
X  <  m,  the  price  of  the  product,  then  it  will  pay  to  increase  the  scale 
of  output  until  X  =  m.  It  will  be  remembered  that  rmax  is  the  great¬ 
est  rate  of  return  for  any  given  level  of  output.  In  the  special  case 
where  X  =  m,  rmax  is  a  maximum  maximorum,  i.e.,  it  is  the  greatest 
rate  of  return  it  is  possible  to  earn  at  any  level  of  output. 

In  this  case 

mF x  =  p  -f-  vmaxCx,  mFy  —  q  d-  TmaxCy  .  (v) 

6.  Cf.  Section  IV  below. 

7.  Cf.  Nicholas  Kaldor,  “Professor  Hayek  and  the  Concertina  Effect,” 
Economica,  Vol.  9  (Nov.  1942),  pp.  359-82. 
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This  may  be  compared  with  the  proposition  familiar  in  the  neo¬ 
classical  theory  of  production 

mFx  =  p  ,  mFv  =  q  ,  (vi) 

i.e.,  the  price  of  any  factor  in  equilibrium  is  equal  to  the  value  of 
its  marginal  product. 

The  results  (v)  and  (vi)  can,  of  course,  be  reconciled  by  defining 
p  and  q  in  (vi)  so  as  to  include  the  appropriate  charges  for  capital, 
rmaxCx  and  rmaxCy,  respectively.  If  x  is  machinery,  most  economists 
would  readily  accept  the  necessity  for  including  this  profit  charge  in 
one  form  or  another.  It  is  less  certain,  however,  whether  the  need 
to  include  interest  (profit)  would  be  as  widely  recognized  if  x  were 
labor.  Moreover,  the  neoclassical  theory  gives  no  hint  of  any  diffi¬ 
culty  regarding  the  proper  profit  rate  to  charge;  nor  is  it  at  all  clear 
what  is  meant  by  the  price  p  when  x  is  a  durable  use  good  with  a  life 
greater  than  the  time  period.  In  practice,  the  total  cost  px  +  qy 
will  not  be  paid  out  evenly  in  each  period  of  time.  Durable  factors 
are  purchased  only  as  and  when  old  plants  wear  out.  To  make  sense 
of  equation  (iii)  it  is  necessary  to  be  able  to  attach  a  precise  meaning 
to  the  p,  q,  Cx  and  Cy  which  appear  in  it.  It  is  to  this  problem  that 
we  now  turn. 

Ill 

The  need  for  money  capital  exists  only  because  in  practice  a 
flow  of  production  cannot  be  instantaneously  created.  There  must 
always  be  a  build-up  period  which  is  all  important  in  the  determina¬ 
tion  of  equilibrium  and  even  of  the  proportions  in  which  factors  are 
to  be  used. 

We  assume  that  the  aim  is  to  set  up  a  continuous  even  flow  of 
product.  In  order  to  create  this  flow  at  any  given  moment  of  time 
it  will  be  necessary  to  purchase  and  employ  factors  before  that  time. 
The  flow  of  any  input  once  commenced  is  assumed  to  be  continuous. 
Where  the  input  is  durable  equipment  it  will  be  used  continuously 
from  the  moment  of  its  first  purchase  until  the  end  of  its  life  l  when 
it  will  at  once  be  replaced.  The  lapse  of  time  between  the  payment 
for  the  first  unit  of  a  factor  and  the  commencement  of  the  product 
flow  which  it  is  designed  to  create,  (possibly  in  combination  with 
other  factors,)  will  be  called  the  maturity  time  t  of  that  factor.  It 
will  be  seen  that  the  maturity  time  is  a  new  and  vitally  important 
dimension  of  every  factor.  Negative  maturity  times  are  not  ruled 
out;  labor  engaged  in  repairs  to  durable  equipment  may,  for  example, 
have  a  negative  maturity  time.  It  will  be  noted  that  it  is  essential 
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to  distinguish  factors  according  to  maturity  time  as  well  as  function.8 
In  our  model  x  and  y  may  both  be  labor,  homogeneous  in  the  sense 
that  they  are  doing  the  same  job,  but  if  they  are  employed  at  different 
points  in  the  productive  process,  they  will  have  to  be  defined  as 
different  because  they  have  different  maturity  times. 

Now  the  money  capital  requirement  of  the  firm  at  any  moment 
of  time  is  simply  the  difference  between  its  total  receipts  and  pay¬ 
ments  up  to  that  time.  We  therefore  proceed  to  count  up  expendi¬ 
ture.  Suppose  that  the  flow  of  output  has  been  established  for 
T  units  of  time.  The  first  Xi  units  of  the  fth  input  will  have  been 
purchased  T  +  <,•  units  of  time  ago,  since  f,-  is  by  definition  the 
maturity  time  of  factor  i.  Total  expenditure,  excluding  profits,  on 
the  full  set  of  first  units  is 


2  ViX'  • 

»=  1 

It  will  simplify  the  analysis  if  we  assume  that  profits  are  paid 
to  the  owners  of  capital  from  the  date  of  the  investment.  (Such  a 
practice,  though  not  usual,  is  not  by  any  means  unknown.  In  any 
case,  it  would  not  materially  alter  the  results  if  profits  not  covered 
by  current  net  revenue  were  added  to  capital.)  Total  expenditure 
and  profit  on  the  first  set  is  therefore 

^  Pt*f(l  +  r)T  +tl  . 

t  =  i 

The  second  Xi  units  of  the  ith  factor  will  have  been  purchased 
li  units  of  time  after  the  first,  since  the  ith  factor  has  a  life  of 
Profits  will  have  been  paid  on  this  for  T  +  £,•  —  Z,  time  units. 
Expenditure  to  date  on  the  full  requirement  of  second  units  of  all 
factors  will  therefore  be 

2  V&iO-  +  r)  T  +k~1'  . 

»=  l 

For  the  set  of  third  units  it  will  be 

y  Pixi(  1  +  r)T  , 

t=  i 

8.  Cf.  Arthur  Smithies,  “The  Austrian  Theory  of  Capital  in  Relation  to 
Partial  Equilibrium  Theory,”  this  Journal,  L  (Nov.  1935),  p.  125. 
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and  so  on.  The  number  of  times  (S{  +  1),  it  will  have  been  neces¬ 
sary  to  purchase  units  of  i  up  to  time  T  will  be  the  number  of 
lives  U  in  T  +  tt  units  of  time  plus  one.  Hence  we  define 


T  -\-  ti  —  h{ 

Si+  1  =  \  -  +  1, 


where  hjU  is  that  fraction  of  k  by  which  (T  -f  exceeds  its 
nearest  whole  number. 

The  grand  total  of  all  expenditure  to  date  is  given  by  the 
expression 

n  Si 

^  ^  PiXi(-1  +  ^  +  ^  'S''  ■ 

i  =  1  5=0 


So  far  we  have  charged  profit  on  all  expenditure,  which  implies 
that  all  expenditure  is  out  of  capital.  The  firm  will  not,  of  course, 
be  required  to  pay  profits  on  any  expenditure  made  out  of  revenue. 
To  give  expression  to  this,  we  deduct  from  total  expenditure  not  only 
revenue,  but  revenue  compounded  at  the  profit  rate  from  the  moment 
of  receipt  to  the  present,  i.e.,  we  deduct 

T 

y.  mF{  1  +  r)1 . 

t= o 

The  balance  must  be  capital  put  up  by  shareholders.  Hence  we  have 

n  Si  T 

C  =  2  2  Pi*^1  +  r)T  +  **  ~  SU  “2  mF0-  +  r)‘.  (vii) 

i=15=0  t  =  0 

Three  things  should  be  noted  about  this  expression  for  C.  Firstly, 
any  sums  of  money  put  aside  out  of  revenue  to  build  up  a  deprecia¬ 
tion  fund  are  excluded  from  the  definition  of  the  capital  tied  up. 
This  is  logical  since  depreciation  funds  are  in  any  case  not  “tied  up,” 
or,  if  they  are,  they  must  be  tied  up  in  some  investment  other  than 
that  against  which  they  are  charged. 

Secondly,  we  now  see  that  C  is  a  function  of  r,  the  rate  of  profit 
paid  out.  Earlier,  when  we  obtained  our  condition  for  rnax,9  we 
found  it  convenient  to  imply,  without  so  stating,  that  C  was  in  fact 
independent  of  r.  It  is  now  clear  that,  in  setting  down  the  change 
in  total  capital  requirement  due  to  changes  in  factors  x  and  y  (as 
included  in  equation  (ii)),  we  ought  strictly  to  have  added  another 

9.  Cf.  equation  (ii)  above. 
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term  representing  the  change  in  C  due  to  the  changed  profit  rate. 
Fortunately,  by  definition,  the  maximum  profit  rate  rmax  is  that  value 
of  r  at  which  its  rate  of  change  is  zero.  Hence  the  value  of  the  extra 
term  would  in  any  case  have  been  zero  in  the  region  of  equilibrium. 
Within  the  limits  of  the  restriction  so  imposed,  it  would  be  a  simple 
matter  to  go  back  and  derive  our  basic  result  (iii)  quite  rigorously. 

Thirdly,  it  is  a  particularly  satisfactory  feature  of  our  approach 
that  it  has  now  brought  us  to  another  difficult  accountancy  problem 
in  such  a  way  as  to  suggest  a  theoretical  solution. 

Our  original  definition  (i)  of  r,  the  rate  of  profit,  is  meaningless 
until  we  have  defined  C.  Our  definition  of  C  in  (vii)  is  meaningless 
until  we  have  defined  r.  We  have  not  yet  stated  a  way  of  distinguish¬ 
ing  on  the  one  hand  between  profit  payments  and  capital  repayments, 
and,  on  the  other,  between  expenditure  out  of  revenue  and  expendi¬ 
ture  out  of  profits  withheld  from  shareholders.  This  is  a  familiar 
problem  which  has  always  been  a  source  of  trouble  to  accountants. 
Indeed,  a  not  inconsiderable  body  of  case  law  has  been  built  up 
around  the  question,  mostly  based  on  value  judgments  of  one  kind  or 
another.  It  is  a  remarkable  fact,  however,  that  a  very  weak  condi¬ 
tion  which  will  command  ready  acceptance,  is  quite  sufficient  to 
enable  us  to  define  profits  precisely  for  a  given  continuous  process. 

It  is  clear  that  C  in  equation  (vii)  is  a  function  of  time  T.  It  is 
also  clear  that  if  r  is  set  too  high,  C  will  become  very  large  when  T  is 
large.  Shareholders’  profits  can  then  be  paid  only  out  of  new  issues 
of  capital.  If  r  is  set  too  low,  the  firm  will  be  building  up  deprecia¬ 
tion  funds  or  repaying  capital  at  such  a  rate  that  C  will  become  large 
and  negative  when  T  is  large. 

In  order  to  define  r,  therefore,  we  make  the  weak  assumption 
that  it  is  chosen  so  that,  however  long  the  process  is  carried  on,  C  will 
never  become  very  large  and  positive  or  very  large  and  negative.  In 
other  words,  we  require  C  to  fluctuate  indefinitely  around  some  kind 
of  average  as  long  as  there  is  no  change  in  the  technical  process 
carried  on.  Let  us  now  see  what  this  unplies. 

Carrying  out  the  summations  in  (vii)  and  manipulating  we  obtain 


C(1  +  r)  ~T  =  2  ViXi^1  + 


i=  1 


n 


1  -  (1  +  r)  -(r  +  ‘<+*<) 
1  -  (1  +  r)  _I* 


r 
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where  Z{  =  U  —  K. 

Equation  (viii  a)  may  be  rewritten 

(1  +  r)  *»  mF(  1  +  r) 

2*  p<x<  y~- 

»= i 


(1  +  r)  “  li 


=  (1  +  r) 


-  T 


c 


y  ViXj 

r  ik  1  - 


PiXii  1  +  r)  z« 


(1  +  r)  ~li 


which  can  be  seen  to  be  of  the  form 

A  =  (1  +  r)  ~T  B, 


,  (viii  b) 


(viii  c) 


where  both  A  and  B  are  independent  of  T.  We  require  (viii  c)  to 
be  true  for  all  T,  and  this  is  only  possible  if  A  =  0,  B  =  0,  i.e.,  if 


mF 


=  r  2  P<Xi  T ~ 

i=i  1 


(1  +  r)  e< 


t i 


and 


mF 

=  t  “  PiXi  rr 


(1  +  r)  ’ 

(1  +  r)  -< 


(ix) 


-i.  • 


(1  +  r)  * 


(x) 


Equation  (ix)  gives  us  the  definition  of  profit  in  terms  of  revenue 
flow,  costs,  equipment  lives  and  maturity  times  which  we  set  out 
to  obtain. 

Substituting  for  mF  from  (ix)  into  (x)  we  get 


0-2 
v  =  i 


PiXi 


(1  +r)‘.-1  -  (1  +r)~« 
1  -  (1  +  r)  ~U 


(xi) 


It  is  easy  to  see  that  as  long  as  the  variables  in  equation  (xi) 
are  positive  and  do  not  assume  erratic  values  which  are  of  no  rele¬ 
vance  to  the  real  problem  at  issue,  our  condition  that  C  should  never 
increase  to  infinity  is  satisfied. 

This  formula  is  basic.  We  shall  see  below  how  all  of  the  well- 
known  results  of  capital  and  interest  theory  are  special  cases  of  it. 
It  is  completely  general.  It  holds  whether  the  contemplated  invest¬ 
ment  is  an  equilibrium  one  or  not,  and  whether  the  industry  is  in 
equilibrium  or  not.  r  need  not  be  rmax,  nor  need  it  be  the  same  as 
the  given  market  rate.  It  is  defined  simply  by  (ix). 

From  (xi),  given  technical  details  and  factor  prices,  capital 
requirement  can  be  computed  for  any  point  of  time. 
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Although  time  T  does  not  appear  explicitly  in  (xi),  capital 
requirement  in  the  general  case  still  varies  over  time.  This  is  because 
all  Zi  are  functions  of  time;  by  definition,  z,-  is  the  difference  between 
(T  +  ti)  and  the  lowest  number  greater  than  ( T  +  U)  which  is 
divisible  by  k  without  remainder.  Over  time,  therefore,  z»  takes 
values  1,2,3,  ....  k,  1,2,  .  .  .  The  ith  term  in  the  summation  (xi)  is 
at  a  maximum  when  z,  is  equal  to  k,  and  at  a  minimum  when  zt-  =  1. 
If  the  paid-up  share  capital  of  our  firm  is  fixed,  its  reserve  fund  will 
be  the  difference  between  this  and  C.  Hence  the  fluctuations  in  C  are 
observable  in  'practice  as  fluctuations  in  depreciation  reserves. 

In  general,  when  the  product  flow  commences,  C  will  be  greater 
than  the  mean  value  of  C  (which  we  shall  write  C) ;  subsequently  C 
will  fluctuate  round  C.  If  the  various  items  of  equipment  have 
different  lives,  this  will  tend  to  depress  the  mean  deviation  of  C 
from  its  average  value.  If  all  equipment  were  in  a  balanced  age  com¬ 
position,  C  would  be  constant  over  time  and  equal  to  C-  It  is  prob¬ 
ably  true  that  if  the  number  of  inputs  is  large,  big  divergencies 
between  C  and  C  will  be  rare.  For  this  reason  we  propose  to  find 
an  expression  for  C,  and  treat  C  as  if  it  were  a  constant  at  C.  This 
will  enable  us  to  reinstate  the  static  picture,  and  it  is  hoped  that  it 
will  not  do  too  great  injustice  to  the  facts.  (It  has  been  shown  in  an 
unpublished  paper  by  Professor  T.  W.  Swan  and  Mr.  E.  J.  Hannan 
that,  if  all  amortization  charges  were  ploughed  back,  any  initial 
investment  at  a  given  moment  of  time  is  bound  to  spread  eventually 
to  a  balanced  age  composition  of  equal  value.)  _ 

From  the  form  of  (xi)  it  is  clear  that  to  find  C  we  need  only  find 
the  average  value  of  all  (1  -(-  r)  »  over  the  period  l{.  This  is  given  by 


1_ 

U 


^  t1  +  r) 


1  -  (1  +  r)  -  li 
rli 


hence 

(1  +  r) 

1  -  (1  +  r) 

If  U  =  1  and  U  =  1,  (xii)  reduces  to 


n 

c  =  2  VlXi 

i=  i 


(xii) 


n 

C  =  2  VlX'- 
1=1 

This  is  the  form  of  capital  function  which  Lange  adopts.1  If  U  =  1 
and  the  time  period  is  very  short  so  that  we  may  substitute  the 

1.  Op.  cit.,  p.  174. 
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exponential  expression  for  the  corresponding  continuous  rate  of 
interest  in  our  formulae  wherever  we  now  have  (1  +  r),  then  (xii) 
takes  the  same  form  as  Wicksell’s  expression  for  the  value  of  capital 
equipment.2  This  has  also  been  referred  to  as  the  Kahn-Champer- 
nowne  formula.3  Again,  if  all  goods  are  single  use  goods,  so  that 
=  1,  then  (xii)  becomes 


which  is  Wicksell’s  formula  for  the  value  of  social  capital  in  the  wine 
case.4 

It  is  of  the  utmost  importance  however  to  recognize  that  although 
(xii)  takes  the  same  form  as  the  general  expression  for  the  value  of 
social  capital,  it  is  most  emphatically  not  the  same  thing.  Equation 
(xii)  is  the  physical  amount  of  money  required  to  sustain  the  productive 
process  defined  by  the  set  of  inputs  x,-,  whether  the  process  is  an  economic 
optimum  or  not.  There  is  no  implication  of  equilibrium.  It  is  not 
surprising,  of  course,  that  the  money  capital  requirement  is  equal  to 
the  value  of  work  in  progress  when  the  valuation  is  made  on  the 
basis  of  the  average  earnings  of  money  in  the  process.  The  same  is 
not  true  in  general  if  the  valuation  is  made  on  the  basis  of  the  marginal 
earnings  of  money  in  the  process.  Nor  is  it  true,  in  general,  that  the 
marginal  increase  in  capital  requirement  due  to  unit  increase  in 
factor  Xi  (i.e.,  Cf),  is  equal  to  the  value  of  the  increase  in  capital 
calculated  on  the  basis  of  marginal  earnings,  for,  differentiating  (xii) 
with  respect  to  x,-,  we  have 


(xiii) 


where  Cr  is  the  change  in  C  due  to  unit  change  in  r,  and  is  the 
change  in  r  due  to  unit  change  in  x,.  The  extra  term  CTr%  is  the  ana¬ 
logue  for  the  individual  firm,  as  opposed  to  the  economy  as  a  whole, 
of  the  celebrated  “Wicksell  effect.”  It  is  the  revaluation  of  capital 
due  to  the  change  in  the  rate  of  profit  r.  Only  in  the  case  where  r, 
is  zero,  (i.e.,  when  r  =  rmax ,)  will  this  effect  be  zero. 

To  define  capital  as  the  value  of  equipment  and  work  in  progress 
involves  a  subjective  element  and  all  the  difficulties  attendant  upon 
it.  As  in  the  case  of  consumption  goods,  the  value  of  capital  depends 

2.  Op.  cit.,  p.  283,  equation  (15)  with  (4),  p.  276,  substituted. 

3.  Joan  Robinson,  op.  cit.,  final  appendix. 


4.  Op.  cit.,  p.  179,  equation  (4). 
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on  how  much  of  it  you  have.  The  money  required  to  produce,  how¬ 
ever,  is  objectively  determined  by  the  prices  of  inputs  and  product 
and  by  the  technical  data,  i.e.,  it  is  given  by  equations  (ix)  and  (xii) 
together.  There  is  no  ambiguity  about  the  meaning  of  r  which  is 
defined  by  (ix).  If,  on  the  other  hand,  we  say  with  Kahn  and 
Champernowne  that  our  capital  is  the  sum  of  the  discounted  future 
earnings  of  all  the  things  we  have,  we  may  be  begging  the  question 
of  the  appropriate  rate  at  which  we  should  discount.  Should  it  be 
the  marginal  internal  rate  of  profit  or  the  average  rate?  Or  should 
it  be  the  average  market  rate?  If  we  are  interested  in  problems  of 
capital  accumulation,  might  not  the  appropriate  rate  be  the  mar¬ 
ginal  rate  of  return  on  an  increase  in  national  capital?  It  is  clearly 
question  begging  to  define  the  equilibrium  of  the  firm  as  the  point 
where  the  value  of  the  marginal  discounted  earnings  of  each  input 
is  equal  to  its  price,  without  at  the  same  time  defining  the  appro¬ 
priate  discounting  rate;  for  it  is  always  possible  to  choose  some  rate 
where  this  is  true  at  every  level  of  output.  In  our  account  of  the 
theory  of  the  firm,  equilibrium  is  determined  by  equation  (v)  above. 
We  now  proceed  to  see  what  this  implies. 

From  (x)  we  can  obtain  a  further  identity : 


rC  =  mF  — 


PiXiT 


(1  +  r) 

1  -  (1  +  r)  ~li  ’ 


At  first  sight  this  looks  like  a  contradiction,  since  it  appears  to 
suggest  that  profit  is  something  different  from  revenue  minus  cost. 
But  we  recall  that  C  in  fact  fluctuates  over  time.  The  factors  multi¬ 
plying  each  piXi  fluctuate  over  time  correspondingly  so  as  to  maintain 
the  identity.  If  the  identity  holds  for  all  points  of  time,  it  holds  also 
for  the  average  values  of  both  sides.  Deriving  the  mean  of  the  right 
hand  side  as  before  (cf.  equation  (xii)  above)  we  can  write 


mF  -  y  ( PiXi/k ) 

_ X  =  1 _ 

c 


Comparing  this  with  equation  (i)  above,  (the  definition  of  r 
with  which  we  began), 


r 


mF  —  px  —  qy 


C 


y 


(i) 


it  becomes  apparent  that  if  we  wish  to  keep  to  the  static  picture  we 
must  replace  C  in  Section  II  with  C.  We  also  see  that  if  p  and  q 
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are  the  market  prices  of  physical  units  of  inputs  x  and  y  respectively, 
we  should  have  written  p/lx  and  q/ly  rather  than  p  and  q.  This  corre¬ 
sponds  to  the  notion  of  inputs  as  a  flow.  We  now  have  what  we  set 
out  to  obtain,  namely,  an  exact  definition  of  the  price  of  an  input 
and  of  C  and  hence  of  Cx. 

Our  equilibrium  condition  (iii)  above  must  now  be  written 


F x  P/lx  “b  f maxCx 
F y  q/ly  "t”  ^maxCy 

Substituting  into  this  the  expressions  for  Cx  and  Cv  obtained 
from  (xiii),  and  remembering  that,  if  r  is  to  be  rmax,  the  terms  Crrx 
and  Crfy  must  be  proportional  to  Fx  and  Fv,  and  can  therefore  be 
neglected,  we  obtain 


(1  4-  r)  lx  1 

Fx  P  1  -  (1  +r)~l* 
Fy  (1  +  F)  lV~  1 

^  1  —  (1  +  r)  ~lv 


where  r  =  rmax 


which  may  be  written 

mFx(  1  +  r)  -e*_1) 


mFx{  1  +  r )  T  ,  "1 

V  =  X  - [l  -  (1  +  r)  -<*J, 


or 


%+lx-» 


P  —  X  mFx(  1  +  r )  4,  and  analogously  for  q. 


(xiv) 


t=t 


In  words,  factor  prices  must  be  proportional  to  the  discounted 
value  of  their  future  earnings,  the  discount  rate  being  the  maximum 
rate  it  is  possible  to  earn  at  the  given  level  of  output.  If  r  is  a 
maximum  maximorum,  the  proportionality  becomes  equality. 

Our  basic  formula  for  equilibrium  is  revealed  as  an  obvious 
generalization  of  Wicksell’s.5  If  the  input  is  a.  single  use  good,  so 
that  lx  —  1,  we  have 

P(  1  +  r)tx  =  mFx,  .  .  .  (r  =  rmax),  (xv) 

which,  if  the  time  period  is  small,  is  precisely  Wicksell’s  conclusion. 
Finally,  we  draw  attention  to  the  facts: 

(a)  that  the  formulae  for  the  “real”  rate  of  interest  given  by 
Jevons,  Wicksell,  J.  B.  Clark  and  Lange6  are  all  special  cases  of  our 

5.  Op.  cit.,  p.  181,  equations  (2)  and  (3). 

6.  Cf.  Lange,  op.  cit.,  p.  169. 
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maximizing  condition  mFx  =  p/lx  +  rmaxCx', 

(b)  that  all  these  formulae  depend  for  their  validity  on  the 
assumption  of  equilibrium; 

(c)  that  in  equilibrium  they  are  all  special  cases  of  the  obvious 
statement  that  the  rate  of  interest  is  equal  to  profit  divided  by 
capital  tied  up,  i.e.,  as  in  our  formula 

mFx  —  px/lx  —  qy/ly 

r  ~  C 

It  is  a  weakness  of  Wicksell’s  wine  case  that  it  implies  that  in 
some  sense  the  existence  of  a  “real”  rate  of  interest  depends  upon 
“time”  being  productive.  That  is,  it  depends  on  the  fact  that  wine 
improves  with  age.  The  real  rate  of  interest  exists  because  production 
takes  time,  and  not  because  time  is  productive.  We  shall  illustrate  the 
distinction  by  consideration  of  a  case  where  a  given  input  is  employed 
on  two  kinds  of  jobs  each  with  a  different  maturity  time.  Here  time 
is  clearly  nonproductive.  The  marginal  products  of  the  two  kinds 
of  input  are  different  because  equilibrium  demands  that  they  should 
be  used  in  proportions  which  make  them  different,  and  not  because 
their  product  matures  in  any  sense  with  the  passage  of  time.  Suppose 
x  has  a  maturity  time  t,  and  y  a  maturity  time  t  +  1,  then  from 
equation  (xiii)  we  have,  in  equilibrium, 

,  _  T,  P( I  +r)‘(l  ~  (1  +r)~‘) . 

L"  C’  1  -  (1  +  r)~' 

(p  and  l  are,  of  course,  the  same  for  factors  x  and  y,  since  by  definition 
x  and  y  are  physically  identical.) 

Assuming  with  all  of  the  writers  mentioned  above  that  inputs 
are  single  use  (i.e.,  I  =  1),  this  reduces  to 

Cv  -Cx  =  P(1  +  r)1 . 

Now  our  equilibrium  condition,  marginal  rate  of  return  to  equal 
average,  can  be  stated  quite  generally  in  words.  We  require  r  to  be 
equal  to  the  change  in  total  profits,  arising  out  of  any  change  in 
technique  or  scale,  divided  by  the  corresponding  change  in  money 
capital  requirement.  Consider  the  substitution  of  a  unit  of  factor  y 
for  a  unit  of  factor  x  in  the  region  of  this  equilibrium.  There  will  be 
no  change  in  total  cost,  since  x  and  y  have  the  same  price.  The 
change  in  total  revenue  will  be  m{Fy  —  Fx),  whilst  the  change  in 
capital  requirement  is  p(  1  +  r Y  as  shown  above,  hence 

m(Fy  -  Fx) 
p{  1  +  rf 


r 


(xvi) 
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This  is  equivalent  to  all  of  the  real  rate  of  interest  formulae 
referred  to  on  the  special  assumptions  appropriate  to  each  case. 
WickselPs  wine  model  supposes  production  to  be  carried  on  with  one 
unit  of  product  (one  hectolitre  of  grape  juice  maturing  to  time  t). 
We  may  suppose  this  to  be  factor  x  for  which  we  are  contemplating 
the  substitution  of  y  (one  hectolitre  of  grape  juice  maturing  to  time 
t  +  1).  Fy  —  Fx  can  now  be  interpreted  as  the  marginal  product  of 
one  unit  of  time,  whilst  p(l  +  r)1  =  mFx.7  Formula  (xvi)  can  thus 
be  interpreted  as  the  proportional  rate  of  increase  of  the  product 
with  respect  to  time.  This  is  the  Jevons-Wicksell  definition  of  the 
real  rate  of  interest.  Our  method  of  derivation  makes  it  clear,  how¬ 
ever,  that  what  looks  like  an  attractive  generalization  and  a  partial 
justification  of  the  existence  of  an  interest  charge,  is,  in  fact,  not  a 
definition  but  an  equilibrium  condition.  It  is,  moreover,  heavily 
dependent  on  highly  artificial  assumptions.  This  is  emphasized  by 
Wicksell’s  own  attempt  at  generalization,8  where  the  mere  introduc¬ 
tion  of  an  additional  factor  of  production  makes  the  growth  of 
product  interpretation  impossible. 

If  we  now  think  of  x  as  labor  applied  directly  and  y  as  labor 
applied  indirectly,  we  have  a  model  similar  to  Lange’s.  Using  the 
fact  that  in  equilibrium  p(l  +  r Y  =  mFx ,9  we  may  write 


This  is  the  formula  quoted  by  Lange  and  attributed  to  J.  B. 
Clark  and  Wicksell.  It  is  interpreted  as  the  “ratio  of  the  marginal  net 
'productivity  of  indirect  labor  to  its  marginal  cost.”1  Again  it  can  be 
seen  that  this  interpretation  is  dependent  upon  the  artificial  assump¬ 
tions  of  the  model. 

In  fact  it  is  useless  to  seek  for  any  definition  of  the  rate  of  interest 
as  the  rate  of  increase  of  product  due  to  an  increase  in  the  use  of 
capital,  whether  “capital”  is  thought  of  as  money  or  as  a  stock  of 
physical  goods  which  will  allow  increased  waiting.  This  is  because 
capital  has  no  real  product  in  the  same  sense  as  other  inputs.  If  the 
firm  is  out  of  equilibrium,  the  marginal  product  of  any  input  is  still 
precisely  defined  by  the  production  function,  but  the  marginal  prod¬ 
uct  of  capital  is  ambiguous  until  we  specify  the  factor  which  it  is 
used  to  purchase.  We  must  not  be  tempted  in  our  quest  for  elegance 

7.  Cf.  Wicksell,  o-p.  cit.,  p.  178. 

8.  Ibid.,  p.  182. 

9.  Cf.  equation  (xv)  above. 

1.  Lange,  op.  cit.,  p.  169. 
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and  symmetry  to  try  to  force  round  pegs  into  square  holes.  It  is 
always  possible  to  express  rasa  “real”  rate  analogous  to  a  marginal 
product  if  we  use  our  equilibrium  conditions  and  substitute  them 
into  our  money  definition  of  the  rate  of  interest,  i.e.,  profit  divided  by 
money  capital  tied  up.  But  the  resulting  equation  cannot  be  regarded 
as  a  definition  of  the  rate  of  interest.  It  will  merely  be  the  expres¬ 
sion  in  terms  of  the  marginal  products  of  other  factors,  which  is  equal 
to  the  rate  of  interest  in  equilibrium.  It  may  well  be  possible  to 
interpret  such  equilibrium  conditions  in  various  ways  according  to 
the  nature  of  the  productive  process,  but  all  imply  the  original  defini¬ 
tion  of  the  rate  of  interest  from  which  they  are  derived. 

IV 

It  is  enlightening  now  to  attempt  to  fit  the  work  so  far  into  the 
traditional  neoclassical  framework.  Typically,  the  notion  of  a  pro¬ 
duction  function  is  illustrated  with  equi-product  contours.  Equi- 
outlay  curves  are  introduced  to  show  how  a  scale  line  can  be  drawn 
defining  optimum  factor  proportions  at  each  level  of  output.  This 
makes  it  possible  to  derive  a  cost  curve  which,  together  with  a 
demand  curve  for  the  product,  is  used  to  identify  the  equilibrium  of 
the  firm. 

With  our  production  function  there  is  no  difficulty  about  draw¬ 
ing  the  equi-product  contours.  Inputs  are  measured  in  physical  units 
and  the  production  function  is  given  in  terms  of  these  units.  In  the 
two  factor  case  the  traditional  equi-outlay  contour  is  defined  by  the 
equation 

Total  expenditure, 

on  the  average,  =  y  +  ~r  —  Constant. 

per  unit  of  time  x  v 

The  slope  of  this  line  is  (p/lx)/(q/ly)-  In  equilibrium,  where 
equi-outlay  and  equi-product  contours  are  tangential,  we  have 
(p/lx)/(q/ly)  =  Fx/Fy.  This  is  the  static  textbook  result. 

Armed  with  our  definition  of  capital  it  is  a  simple  matter  to 
obtain  by  an  identical  procedure  results  which  look  like  those  of  the 
Austrian  School.  Assume  that  r0  is  the  market  price  per  unit  of 
time  for  capital  C,  and  that  r0  is  given  and  fixed.  The  constant  outlay 
curve  is  then  (px/lx)  +  (qy/lv)  +  raC  =  Constant.  The  slope  of 
this  line  is 

7*  +  r0Cx 
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which  at  the  point  of  tangency  with  an  equi-product  contour  equals 
Fx/Fy.  Now  it  follows  from  the  work  of  Section  III  that  the  substi¬ 
tution  of  our  expressions  for  Cx  and  Cv  in  this  last  equality  reveals 
that  equilibrium  requires  factor  prices  to  be  proportional  to  corre¬ 
sponding  marginal  value  products  discounted  this  time  at  the  market 
rate  of  profit  r0. 

As  indicated,  this  looks  like,  but  is  not,  the  Wicksellian  solution. 
In  Wicksell,  the  rate  of  profit  is  always  that  which  will  just  exhaust 
the  product.2  The  aim  of  the  producer  is  to  maximize  this  profit 
rate.  But  the  neoclassical  entrepreneur  takes  r0  as  given  and  mini¬ 
mizes  cost  at  the  given  level  of  output.  In  this  procedure  there  is 
no  suggestion  that  total  revenue  is  exhausted  by  the  capital  charge. 
If  it  is  not,  then  the  residual  can  be  applied  to  increase  r0.  This  will 
immediately  affect  the  slope  of  the  constant  outlay  curve  and  hence 
the  equilibrium  factor  proportion.  The  neoclassical  procedure  gives 
the  correct  solution  only  if  the  aim  of  the  firm  is  to  maximize  a 
residual  profit  which  accrues  to  an  independent  “entrepreneur,”  or 
if  the  market  rate  r0  happens  to  be  the  same  as  the  maximum  internal 
rate.  Equality  of  r0  and  rmax  will  occur  only  if  both  firm  and  industry 
are  in  equilibrium. 

From  a  neoclassical  point  of  view  the  assumption  that  it  is  the 
profit  rate  which  is  to  be  maximized  gives  rise  to  a  fundamental 
difficulty.  If  r  is  to  be  a  variable  chosen  so  as  to  exhaust  the  product, 
we  can  no  longer  draw  a  meaningful  equi-outlay  curve;  for  this 
simply  becomes  identical  with  the  equi-product/equi-revenue  curve. 
The  only  procedure  open  to  us  is  that  of  Section  II  above.  Here  we 
conclude  that  the  best  factor  proportion  is  dependent  on  the  maxi¬ 
mum  internal  rate.  But  this  charge  varies  with  output  and  it  varies 
with  the  price  of  the  product.  It  follows  that  until  the  price  of  the 
product  is  known,  the  position  of  the  scale  line  is  indeterminate,  and 
hence  that  the  cost  curve  itself  is  dependent  on  the  price  of  the 
product.3  Or,  more  strictly,  we  have  at  least  two  alternative  defini¬ 
tions  of  a  cost  curve  to  a  firm.  The  first  is  that  which  maximizes  the 
rate  of  return  for  each  level  of  output.  The  second  is  that  which 
assumes  some  objective  charge  for  capital  which  is  supposed  to  be 
constant  for  every  level  of  output,  and  minimizes  cost  (including  the 
capital  charge)  for  each  level  of  output.  These  two  cost  curves  are 
not  in  general  the  same.  They  will  both  reach  a  minimum  at  the 
same  level  of  output  if  and  only  if  the  objective  charge  for  capital 

2.  Of.  cit.,  p.  181,  equation  (1). 

3.  Cf.  Gabor  and  Pearce,  op.  cit.,  p.  256,  footnote. 
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in  the  second  curve  is  the  maximum  maximorum,  i.e.,  the  greatest 
which  it  is  possible  to  earn  at  any  level  of  output. 

V.  Summary 

We  have  achieved  what  we  set  out  to  do;  namely,  to  reveal 
precisely  the  differences  between  the  treatment  of  capital  and  factor 
combination  in  the  Austrian  and  neoclassical  theories  of  production, 
and  to  show  that  the  results  of  these  and  some  other  theories  are  all 
special  cases  of  the  general  solution  which  we  developed.  We  have 
also  derived  an  exact  definition  of  profit  which  helps  to  refute  the 
lingering  view  according  to  which  the  real  rate  of  interest  arises 
because  time  is  in  itself  productive.  What  we  consider  the  particular 
merit  of  our  treatment  of  the  problem  is  that  it  leads  to  a  better 
understanding  of  business  practice.  We  intend  to  show,  in  a  later 
paper,  that  the  approach  of  businessmen  and  their  accountants  to 
investment  problems  is  fundamentally  in  line  with  the  theory  of 
profit  rate  maximization. 
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I.  Introduction 

The  rationing  and  price  control  schemes  of  belligerent  govern¬ 
ments  during  World  War  II  stimulated  several  alternative  proposals 
by  economists.1  However,  most  of  them  were  ignored  by  those  in 
authority,  at  least  in  the  United  States,  perhaps  because  they  were 
offered  too  late.  Since  1945,  with  one  notable  exception,2  there  have 
been  almost  no  carefully  considered  programs  for  limiting  private 
consumption  and  diverting  resources  to  government  use  in  the  event 
of  another  major  war.  Also,  during  recent  years,  the  nature  of  the 
wartime  problem  has  become  drastically  changed,  for  the  United 
States  is  now  subject  to  heavy  thermonuclear  attacks  in  the  event 
of  an  “all-out”  war;  accordingly,  one  urgent  task  of  government  is 
to  plan  today  the  consumer  controls  needed  in  anticipation  of  attack 
on  this  country.  Also,  there  are  other  conceivable  wars,  somewhat 
resembling  those  of  the  past  in  their  economic  impacts,  to  which 
formerly  suggested  rationing  schemes  may  still  be  applicable.3 


II.  Some  Alternative  Wars  and  Their  Economic  Impacts 

Obviously  no  one  can  well  describe  all  the  possible  wars  involving 
the  United  States  that  might  occur  during  the  next  decade  or  so. 

1.  See  Section  III  below. 

2.  T.  Scitovsky,  E.  Shaw,  and  L.  Tarshis,  Mobilizing  Resources  for  War 
(New  York:  McGraw-Hill,  1951). 

3.  A  few  general  references  may  be  useful  for  those  who  have  devoted  little 
attention  to  the  subject  of  war  economics.  One  of  the  best  is  Studies  in  War 
Economics,  Institute  of  Statistics,  Oxford  University  (London:  Blackwell  1947) 
Also  of  interest  are  H.  W.  Spiegel,  Economics  of  Total  War  (New  York:  Appleton- 
Oentury,  1941);  Horst  Mendershausen,  The  Economics  of  War  (New  York- 
Prentice-Hall,  1943);  E.  Stein  and  J.  Backman  (ed.),  War  Economics  (New  York: 
Farrar  &  Rinehart,  1942);  L.  V.  Chandler  and  D.  H.  Wallace  (ed.),  Economic 
Mobilization  and  Stabilization  (New  York:  Holt,  1951);  J.  K.  Galbraith,  A  Theory 
of  Price  Control  (Harvard  University  Press,  1952);  K.  Knorr,  The  War  Potential 
of  Nations  (Pnnceton  University  Press,  1956),  and  A.  C.  Pigou,  The  Political 
Economy  at  War  (New  York:  Macmillan,  1941;  originally  published  1921). 
More  specific  citations  are  listed  subsequently. 
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Actually,  for  this  analysis,  the  only  wars  that  are  relevant  are  those 
having  such  a  serious  impact  upon  the  economy  of  the  United  States 
that  the  federal  government  would  seek  to  impose  drastic  mobiliza¬ 
tion  and  rationing  controls.  And  of  this  set  of  wars,  two  subsets 
must  be  distinguished:  those  in  which  the  United  States’  economy 
remains  physically  intact,  and  those  in  which  its  major  cities  and  a 
substantial  fraction  of  its  population  are  destroyed. 

Budget  Impacts  Assuming  No  Attacks  on  the  United  States 

Some  approximate  idea  should  be  given  of  what  is  meant  by  a 
war  having  a  substantial  impact  upon  the  domestic  economy,  assum¬ 
ing  no  attacks  on  the  United  States.  Today,  towards  the  end  of  the 
fifties,  the  federal  government  is  taking  from  16  to  17  per  cent  of  the 
gross  national  product,  and  military  expenditures  (including  those 
for  the  Atomic  Energy  Commission  and  foreign  military  assistance) 
amount  to  slightly  over  10  per  cent.  Most  economists  would  probably 
agree  that  these  military  expenditures  could  be  sustained  at  twice  the 
current  level  without  recourse  to  "mobilization”  and  "rationing” 
schemes  any  more  specific  than  those  of  government  spending  and 
taxes.4 

A  more  difficult  question  is  how  rapidly  the  federal  government 
could  increase  its  expenditures  for  military  purposes  without  encoun¬ 
tering  specific  shortages  that  would  cause  it  to  control  private  pur¬ 
chases  or  pre-empt  goods.  During  the  Korean  War,  although  admit¬ 
tedly  from  a  low  base  of  about  $15  billions,  Department  of  Defense 
expenditures  increased  threefold  within  two  years,  and  at  a  time  of 
high  employment.  Almost  a  decade  later,  the  potential  GNP  is  now 
larger  in  constant  dollars  and  there  is  some  slack  in  employment  of 
resources,  so  that  it  seems  reasonable  to  suppose  that  annual  increases 
in  military  expenditures  of  from  $5  to  $10  billions  each  year,  for 
several  years,  can  be  financed  from  taxes.5 

If  these  surmises  are  valid,  it  means  that  there  is  no  need  to 
establish  new  federal  agencies  to  mobilize  and  ration  unless  the  nation 
is  confronted  with  an  emergency  that  requires  federal  expenditures 
to  increase  annually  for  several  years  by  more  than  $10  billions  to  a 
level  exceeding  about  $100  billions. 

4.  The  United  Kingdom  government  has  taken  a  quarter  of  the  national 
GNP  in  peacetime  by  traditional  fiscal  means. 

5.  This  is  not  to  say  that  the  entire  amount  could  or  should  be  raised  from 
existing  taxes.  It  might  be  necessary  to  tax  articles,  activities,  and  payments 
that  are  now  untaxed.  A  wide  range  of  goods  are  still  produced  and  sold  in  the 
United  States  that  might  be  made  subject  to  a  purchase  tax;  this  would  also 
serve  to  discourage  production  of  consumer  goods  during  a  period  of  national 
emergency. 
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Economic  Impacts  Assuming  Atomic  Attacks  on  the  United  States 

It  is  always  possible,  of  course,  that  an  “all-out”  war  between 
the  Soviet  Union  and  the  United  States  might  occur  on  very  short 
notice,  and  not  after  a  year  or  so  of  hostilities  in  other  areas  of  the 
world.  In  this  case  there  would  probably  be  no  large-scale  preliminary 
mobilization.  Economic  controls,  if  there  were  still  an  effective  gov¬ 
ernment  to  impose  them,  would  then  follow  a  heavy  nuclear  inter¬ 
change  between  the  two  powers  and  would  be  designed  primarily  to 
restore  the  economy.  Economic  demands  resulting  from  reconstruc¬ 
tion  and  rehabilitation  would  be  unprecedented.  The  question  then 
is  not  whether  mobilization  and  rationing  measures  are  required,  but 
rather  whether  suitable  ones  can  be  prepared  before  the  need  for 
them  arises.  Such  a  program  must,  of  course,  be  operable  in  a  post¬ 
attack  period. 

In  the  event  of  an  “all-out”  war  with  the  Soviet  Union  in  the 
sixties,  it  seems  probable  that  the  United  States  will  “lose”  at  least 
100  to  150  major  towns  and  cities.  The  survival  of  no  city  having  a 
population  of  over  say  100,000  people  can  be  counted  upon.  In  this 
connection  “lose”  probably  means  that  the  city  can  make  no  con¬ 
tribution  to  the  economy,  that  few  of  its  buildings  and  houses  are 
habitable,  and  that  two-thirds  of  the  population  are  dead,  will  soon 
die,  or  are  hopelessly  incapacitated.  For  cities  receiving  a  bomb  or 
missile  in  the  megaton  range  of  yield,  the  area  of  almost  complete 
physical  destruction  may  be  roughly  a  five-mile  radius.  The  danger 
from  radioactive  fallout  will  be  serious  for  several  hundreds  of  miles 
“down  wind”  from  multiple  target  areas,  and  with  prevailing  westerly 
winds  it  may  be  necessary  for  initial  survivors  in  the  Atlantic  Coast 
states  to  remain  under  cover  for  days  or  weeks  following  a  major 
attack. 

The  Soviet  Union  might  attack  not  only  population  targets  but 
also  some  specialized  economic  facilities,  such  as  petroleum  refinery 
and  steel  mill  centers.  The  loss  of  petroleum  refineries  and  adjacent 
tank  farms  would  have  a  serious  impact  on  both  railroad  and  truck 
transportation.  Otherwise  transportation  —  except  for  port  facilities 
—  is  hard  to  “target”;  railroad  track  and  highway  routes,  together 
with  rolling  stock  and  motor  vehicles,  will  survive,  except  within 
cities.  Also  attacks  might  be  made  on  hydroelectric  dams  and  gen¬ 
erating  stations,  of  particular  importance  in  the  western  states. 

Although  the  prospect  of  losing  all  major  United  States  cities, 
and  perhaps  a  third  of  the  national  population,  is  certainly  an  appall¬ 
ing  one,  much  will  survive.  Although  over  half  of  the  industrial 
capital  of  the  country  may  be  destroyed  or  unusable,  over  half  the 
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population  and  labor  force  may  endure.  While  a  very  high  propor¬ 
tion  of  the  managerial  and  technical  classes  will  be  lost  in  city  attacks, 
some  will  be  in  rural  areas  and  live.  A  large  fraction  of  all  equipment 
and  labor  used  in  heavy  construction  and  in  the  extractive  industries 
will  survive.  The  direct  impact  of  nuclear  attacks  on  agriculture, 
except  in  areas  of  heavy  fallout,  will  be  slight,  and  in  any  event  most 
of  the  urban  demand  for  foods  and  fibers  will  have  gone;  however, 
agricultural  output  will  still  depend  on  petroleum  products,  probably 
fertilizers,  and  steel  for  canning.  The  people  who  survive  will  also 
be  an  important  depository  of  social  capital,  and  will  not  have  for¬ 
gotten  how  things  are  done;  the  ex-urban  population  of  the  United 
States  is  not  an  uninformed  peasant  class. 

Postattack  Economic  Problems 

Postattack  economic  problems  are,  of  course,  numerous  and  oner¬ 
ous.  A  few  of  the  more  important  and  less  familiar  ones  may  be 
worth  mentioning.  There  is  little  need  to  dwell  on  the  obvious  need 
to  reconstruct  and  rehabilitate. 

Maintaining  Productive  Specialization.  There  is  a  grave  danger, 
during  the  panic  and  disorder  following  heavy  attacks,  that  people 
will  seek  their  satisfactions  directly,  perhaps  even  by  pillaging,  rather 
than  indirectly  through  the  economic  system.  Today  the  practice 
of  productive  specialization  is  taken  for  granted.  However,  in  the 
aftermath  of  nuclear  raids,  will  these  people  continue  to  report  for 
work  that  satisfied  their  immediate  wants  so  indirectly? 

Securing  Government  Income.  Continuation  of  some  government 
functions  is  necessary  unless  the  country  is  to  slip  into  a  state  of 
anarchy.  To  some  extent  federal  and  state  governments  can  com¬ 
mandeer  property  and  conscript  unwilling  labor.  However,  if  govern¬ 
ments  and  their  immediate  contractors  are  to  hire  labor  and  buy 
supplies,  they  must  give  something  of  value  in  exchange.  The  prob¬ 
lem  then  is  to  prearrange  matters  so  that  the  government  has  goods 
or  money  of  value  to  use  as  means  of  payment.  It  is  true  that,  during 
World  War  II,  the  United  States  Treasury  financed  itself  as  much  or 
more  from  new  money  credits  as  from  tax  receipts,  and  to  some  extent 
this  can  and  will  be  done  again,  but  public  acceptance  of  all  federal 
obligations  may  weaken  seriously  if  it  is  generally  known  thai  the 
government  is  collecting  few  taxes.  And  the  government  may  find 
it  hard  to  collect  corporate  and  personal  income  taxes  when  private 
assets  are  destroyed;  many  corporate,  individual  and  bank  records 
are  lost;  and  many  people  are  seeking  to  support  themselves  directly. 

Uncertainties  Regarding  the  Ownership  of  Wealth.  Of  less  immedi- 
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ate  concern  following  nuclear  attacks,  but  a  problem  which  over  time 
will  become  increasingly  troublesome,  is  that  there  will  be  great 
uncertainty  regarding  the  ownership  of  wealth.  Real  property  valued 
in  hundreds  of  billions  of  dollars  will  have  been  destroyed,  and  tens 
of  millions  of  people  will  have  been  killed.  There  will  be  assets  with¬ 
out  ascertainable  owners  and  people  without  knowledge  of  their 
property.  Determining  successive  testators  will  often  be  impossible. 
An  enormous  number  of  firms  will  be  bankrupt  on  paper.  Life  insur¬ 
ance  companies  will  be  confronted  with  unprecedented  claims,  dwin¬ 
dling  premium  income,  and  assets  secured  with  damaged  property. 

Unsuitability  of  Traditional  Price  Ceilings  and  Specific  Rations 

Enough  has  been  written  elsewhere  regarding  traditional  price 
controls  and  commodity  rations  to  indicate  that  they  are  probably 
inappropriate  in  the  postattack  period  of  “all-out”  atomic  war. 

Traditional  controls,  with  their  frozen  maximum  prices,  are  predi¬ 
cated  on  an  approximate  continuation  of  past  market  conditions;  if 
demands  and  supplies  vary  markedly  in  the  schedule  sense,  historic 
prices  are  no  longer  valid.  Institution  of  specific  rations  for  a  wide 
range  of  commodities  and  consumer  units  is  an  administrative  task 
that,  in  the  postattack  confusion,  may  be  beyond  the  abilities  of  gov¬ 
ernment  officials  and  local  volunteer  boards.  The  enforcement  of 
price  ceilings  presumes  a  situation  in  which  most  buyers  have  a  long- 
run  interest  in  preserving  the  purchasing  power  of  their  money,  and 
so  to  some  extent  can  be  counted  upon  to  report  violations,  but  in  a 
bombed-out  economy  would-be  buyers  are  likely  to  be  desperate  to 
acquire  needed  goods  at  once.  Much  of  the  public  support  for  tradi¬ 
tional  controls  can  be  associated  with  a  belief  that  a  war  can  be 
carried  on  concurrently  with  business  more  or  less  as  usual,  and  that 
the  important  thing  is  to  prevent  large  and  haphazard  income  effects 
upon  households.  Considerations  of  this  kind  will  count  for  little 
at  a  time  when  tens  of  millions  have  been  killed  and  more  millions 
of  temporary  survivors  are  struggling  for  the  necessities  of  life. 

Last,  but  of  significance,  price  ceilings  and  specific  rations  do 
almost  nothing  to  resolve  the  three  problems  of  economic  aftermath 
discussed  above. 

Nevertheless,  the  major  “Western”  powers  engaged  in  World 
War  II,  e.g.,  the  United  Kingdom,  the  United  States,  Australia  and 
Canada,  all  had  maximum  price  regulations  based  on  some  historic 
period  and  all  rationed  commodities  to  households  in  more  or  less 
specific  quantities.  Accordingly  these  are  the  kinds  of  controls  that 
the  public  will  probably  expect  in  the  event  of  another  war  of  any 
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consequence,  and  which  lawyers  will  always  draft  without  consulting 
economists.  Hence  there  is  a  need  now  to  discuss  alternative  regulat¬ 
ing  schemes  that  better  satisfy  fundamental  economic  objectives. 
These  goals  are:  (1)  adapting  production  and  consumption  according 
to  the  ever-changing  capabilities  and  requirements  of  a  war  economy 
that  is  under  enemy  attack;  (2)  allocating  each  commodity  so  that 
it  will  become  re-employed  in  its  new  and  most  important  uses; 
(3)  devoting  a  minimum  of  resources  to  the  production  of  goods  for 
civilian  use;  (4)  protecting  the  very  poor  from  a  reduction  in  real 
income;  and  (5)  keeping  the  necessary  administrative  burden  at  a 
minimum.6 

III.  Alternative  Suggestions  for  an 
Over-All  Expenditure  Ration 

In  wartime,  when  aggregate  consumption  and  hence  differences 
in  individual  consumption  must  be  reduced,  the  price  system  alone 
cannot  be  trusted  to  decide  how  civilian  goods  should  be  distributed 
among  households  because  its  results  unduly  reflect  income  inequal¬ 
ities  as  well  as  variations  in  need.  However,  commodity  rationing 
can  overcome  income  differences  only  by  a  wasteful  disregard  of  the 
peculiar  needs  of  each  person  and  the  altered  wants  of  a  wartime 
economy.  Accordingly,  there  have  been  a  number  of  suggestions  for 
the  establishment  of  some  sort  of  over-all  money  or  point  ration 
to  be  expended  by  households  on  consumer  goods.7 

The  essential  problem  is  to  arrange  matters  so  that  each  house¬ 
hold,  making  allowances  for  its  size  and  composition,  has  about  the 
same  total  command  over  consumer  goods.  This  means  that  the 
“money”  used  by  consumers  to  purchase  goods  must  be  rendered 
distinct  from  funds  that  they  receive  and  disburse  as  entrepreneurs 
or  men  of  property.  And  all  this  must  be  done  in  such  a  way  that, 
in  addition  to  satisfying  the  five  criteria  already  enumerated,  con- 

6.  The  following  references  provide  a  fair  idea  of  traditional  controls  in 
action:  Arthur  R.  Burns,  et  al.,  Operating  under  Wartime  Marketing  Restrictions 
(New  York:  American  Management  Association,  1943);  William  A.  Nielander, 
Wartime  Food  Rationing  in  the  United  States  (Baltimore,  1947);  Jules  Backman, 
Rationing  and  Price  Control  in  Great  Britain  (Washington:  Brookings,  1943); 
Great  Britain,  Ministry  of  Fuel  and  Power,  Committee  of  Enquiry  into  Evasions  of 
Petrol  Rationing  Control  (London,  1948);  Canada,  Wartime  Price  and  Trade 
Board,  World  Inflation  with  Special  Reference  to  Price  and  Supply  Controls  (Ottawa, 
1944);’  Australia,  Rationing  Commission,  Rationing  in  Australia  (Melbourne, 
1944). 

7  The  leading  examples  are  M.  Kalecki’s  general  rationing  plan  (Bulletin 
Institute  of  Statistics,  Oxford,  Jan.  11,  1941);  W.  Allen  Wallis;  expenditure  ration 
and  progressive  consumption  tax  ( American  Economic  Review,  XXXII  (Sept. 
1942)),  and  the  establishment  of  white  and  black  bank  accounts  for  consumers 
by  T.  Scitovsky,  E.  Shaw,  and  L.  Tarshis  {op.  cit.). 
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sumers  have  an  incentive  to  make  the  greatest  possible  contribution 
to  production. 

Kalecki’s  General  Rationing  Plan 

Kalecki  suggested  in  1941  that  the  government,  instead  of  setting 
money  and  point  prices  for  various  goods  and  establishing  specific  or 
point  rations  for  various  groups  of  commodities,  should  combine  these 
into  a  single  expenditure  ration  covering  all  goods  bought  by  con¬ 
sumers  at  retail  stores.8  He  did  not  consider  administrative  difficul¬ 
ties  to  the  extent  that  Wallis,  Scitovsky,  and  others  did  in  later  pro¬ 
posals.  He  did  not  concern  himself  with  the  possibility  that  large 
sums  might  be  diverted  to  procuring  consumer  goods  not  normally 
acquired  at  retail  shops.  As  his  proposal  is  less  complete  than 
others  that  will  be  considered,  and  as  the  operation  of  the  scheme 
was  developed  less  fully  by  its  author,  its  main  interest  is  historical. 

Wallis’  Expenditure  Ration  and  Progressive  Consumption  Tax 

In  1942  Wallis  proposed  a  total  expenditure  ration  that  would 
be  varied  uniformly,  depending  on  occupation,  age,  household  mem¬ 
bership,  etc.  The  amount  of  the  ration  could  be  increased  by  an 
individual,  at  a  cost,  and  this  would  provide  some  accommodation  for 
persons  committed  to  higher  living  expenses.  This  flexibility  would 
come  from  superimposing,  upon  the  basic  total  expenditure  ration,  a 
rapidly  progressing  block  rate  tax  on  consumer  outlays  in  excess  of 
this  sum.  The  effect,  of  course,  would  be  to  increase  markedly  the 
cost  to  the  buyer  of  purchases  made  in  excess  of  his  expenditure 
ration.  Because  it  would  not  be  practicable  to  require  individual 
accounting  for  all  consumption  expenditures,  it  was  proposed  that  all 
income  not  saved  (as  evidenced  by  investment  in  United  States 
bonds)  should  be  treated  as  consumer  outlays.  Each  individual  would 
file  a  federal  income  tax  in  the  usual  way  and  the  consumption  tax 
would  then  be  calculated  by  (1)  making  such  adjustments  as  con¬ 
sidered  appropriate  to  arrive  at  a  total  net  income  figure,  (2)  sub¬ 
tracting  purchases  of  United  States  bonds  and  income  tax  payments, 
(3)  deducting  the  expenditure  ration  and  any  other  outlays  (e.g., 
already  contracted  life  insurance  premiums)  exempted  from  the  tax, 
and  (4)  computing  the  consumption  tax  on  this  final  balance.  This 
tax  would  presumably  be  a  temporary  war  and  recuperation  tax  and 
it  would  be  in  addition  to  the  federal  income  tax. 

From  some  viewpoints  the  W allis  plan  resembles  other  proposals. 
Fixed  prices  coupled  with  quantity  rations  are  the  equivalent  of  the 
8.  Op.  cit. 
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value  rations  for  each  commodity:  and  so  an  over-all  expenditure 
ration  can  be  viewed  as  the  aggregate  of  many  specific  price  ceilings 
and  specific  rations,  but  with  the  important  superiority  that  indi¬ 
vidual  preferences  can  be  given  a  free  rein.  In  many  respects,  inas¬ 
much  as  it  includes  almost  all  expenditures  by  people  as  consumers, 
it  encompasses  Kalecki’s  suggestion.  Also,  it  can  be  regarded  as  a 
Treasury  scheme  to  sell  bonds,  with  a  quota  assigned  each  person  on 
the  basis  of  taxable  income,  with  penalties  levied  on  the  unco¬ 
operative.9 

Although  probably  an  imperfect  device  for  World  War  III,  some 
scheme  of  expenditure  ration  and  progressive  consumption  tax  can¬ 
not  be  dismissed  out  of  hand,  especially  if  it  were  instituted  during 
some  Korea-like  war  and  before  the  onset  of  World  War  III. 

The  advent  of  Soviet  bombers  and  missiles  over  the  United 
States,  assuming  this  ration  and  tax  were  already  in  effect,  would 
obviously  require  modifications  in  the  scheme.  Many  employing  firms 
that  had  been  making  payroll  deductions  for  income  tax,  bond  pur¬ 
chases,  and  estimated  consumption  taxes  would  no  longer  be  in 
existence.  Collection,  at  probably  higher  rates,  would  be  very  diffi¬ 
cult.  The  Treasury  might  simply  have  to  instruct  all  employers  to 
deduct  certain  large  fractions  from  each  paycheck,  depending  on 
earned  income,  and  wait  until  later  to  ascertain  tax  liabilities  and 
rebates.  Unfortunately  these  large  deductions  would,  at  the  time, 
appear  to  employees  as  a  considerable  tax  on  pay.  Accordingly,  there 
might  be  a  considerable  increase  in  the  number  of  self-employed 
households,  making  unrecorded  sales  of  such  things  as  farm  produce, 
and  attempting  an  abnormal  degree  of  uneconomic  self-sufficiency. 

9.  Naturally  there  are  a  number  of  administrative  difficulties.  Wallis 
recognized  the  problem  of  consumer  liquidation  of  all  kinds  of  assets,  and  agreed 
that  it  would  be  necessary  to  guard  against  liquidation  by  sale  or  mortgage  to 
business,  banks,  or  with  other  money  receipts  not  subject  to  the  consumption  tax. 
Another’ difficulty  is  that  there  will  be  considerable  variation  in  the  debts  persons 
owe  at  the  time  such  controls  as  these  come  into  effect.  There  would  probably 
have  to  be  a  moratorium  on  servicing  certain  classes  of  historical  debt  and  provi¬ 
sion  might  be  made  to  exempt  from  the  ration  the  repayment  of  certain  other 
commitments.  Interest  and  redemption  arising  from  net  obligations  contracted 
subsequent  to  imposition  of  the  tax  would,  in  most  cases,  be  included  in  the  tax 
base.  Unfortunately  it  will  be  impossible  to  prevent  some  persons  holding  large 
cash  hoards  at  the  time  that  the  expenditure  ration  and  consumption  tax  are 
introduced;  while  this  superiority  endures,  consumption  goods,  new  and  old,  will 
be  in  part  distributed  according  to  wealth  held  in  the  form  of  cash  balances. 
Also,  persons  entering  the  control  period  with  considerable  stocks  of  jewelry, 
furniture,  cars,  and  housing,  etc.  will  naturally  be  advantaged  during  the  service 
life  of  these  goods,  whether  used  by  them,  exchanged,  or  sold;  however,  it  is 
probably  in  the  general  interest  that  these  initial  stocks  of  consumer  goods  be 
redistributed  among  users. 
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It  is  doubtful  whether  a  productive  consumption  tax  could  soon 
be  implemented  if  none  had  been  in  force  before  the  attack.  If  the 
government  decided,  after  an  attack,  that  it  wished  to  implement  some 
kind  of  expenditure  ration,  it  would  probably  be  forced  into  a  system 
not  unlike  the  multiple  consumer  account  scheme  to  be  described. 
It  could  make  the  surviving  banks  its  main  operating  agents  and  the 
limited  amount  of  circulating  legal  tender  its  principal  instrument  of 
control.1 

An  important  weakness  of  the  Wallis  scheme  would  be  the  possi¬ 
bility  that  retailers,  and  others  receiving  currency  payments  by  con¬ 
sumers,  will  divert  a  fraction  of  these  for  their  own  use,  rather  than 
depositing  them  in  their  blocked  bank  accounts.  It  is  true  that  some 
states  levying  sales  taxes  have  experience  in  checking  sales  receipts, 
but  the  temptation  will  be  strong  and  tax  enforcement  may  be  weak 
during  this  chaotic  period.  Accordingly,  at  an  early  period,  the 
government  would  probably  have  to  replace  circulating  legal  tender 
with  a  new  ration  money,  linked  to  initial  recipients  at  the  time  of 
an  authorized  withdrawal  from  a  bank,  perhaps  by  perforating  the 
paper  notes  with  the  recipient’s  permit  number. 

Multiple  Consumer  Account  Proposals  of  Scitovsky  and  Others 

Many  of  the  difficulties  outlined  immediately  above  are  resolved 
—  but,  of  course,  at  some  administrative  cost  —  by  a  multiple 
account  plan  suggested  by  Scitovsky  and  others.2 

According  to  this  plan  a  Ration  Authority  provides  each  con¬ 
sumer  unit  with  a  ration  permit,  which  is  a  receipt  for  income  taxes, 
a  certificate  of  income  realized  during  a  previous  period,  and  an 
identification  for  rationing  purposes.  The  ration  permit  would  be 
stamped  with  the  consumer’s  registration  number  as  a  precaution 
against  multiple  ration  allowances  for  any  one  consumer  unit  and  as 

1.  Immediately  after  attack  the  federal  government  could  prohibit  all  cash 
withdrawals  from  banks  except  in  accordance  with  its  rules.  (All  denominations 
above  say  $20  might  be  recalled  as  a  measure  against  people  who  had  hoarded 
currency.)  It  would  be  provided,  as  soon  as  possible,  that  all  payments  by  firms 
to  those  supplying  materiel,  labor,  or  other  means  of  production,  be  by  check. 
This  check  would  not  be  cashed,  but  would  have  to  be  deposited  bv  the  payee. 
Consequently,  every  recipient  of  income  would  have  to  obtain  an  account,  pos¬ 
sibly  in  a  new  emergency  bank.  The  government  would  determine  the  cash 
withdrawals  permitted  consumer  units  each  week  or  month  and  thus  establish 
an  expenditure  ration. 

2.  Op.  cit.  Actually  chap.  3  of  Mobilizing  Resources  for  War,  which  describes 
this  alternative  plan,  was  written  by  E.  Shaw.  In  addition,  a  number  of  econo¬ 
mists  at  The  RAND  Corporation,  including  the  present  author,  contributed  parts 
of  the  multiple  account  plan  discussed  here.  Accordingly,  a  few  liberties  have 
been  taken  with  it. 
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an  aid  to  punitive  measures  against  black  market  use  of  ration  money. 
The  permit  is  essentially  the  community’s  acknowledgment  that  the 
holder  has  contributed  in  the  recent  past  to  the  national  product 
and  hence  is  entitled  to  buy  some  share  in  current  national  output. 

Each  consumer  unit  maintains  a  white  account  at  some  one 
bank.  All  consumer  purchases  are  made  directly  (by  writing  checks 
on  it)  or  indirectly  (with  ration  money  or  small  change  obtained  as 
a  withdrawal).  A  consumer,  assuming  he  has  regular  (black)  funds 
to  make  the  purchase,  can  periodically  acquire  white  balances  up  to 
a  specified  amount.  This  amount  is  determined  by  his  bank,  which 
inspects  his  ration  permit  and  the  government  table  that  determines 
the  expenditure  ration  of  the  particular  consumer  unit.  (All  legal 
tender  except  coinage  is  withdrawn  from  circulation.)  Hence  all 
funds  held  by  a  person  as  a  consumer  are  either  in  the  form  of  white 
(free)  funds,  ration  money  (the  equivalent  of  white  funds)  or  black 
(blocked)  funds. 

Blocked  (black)  consumer  balances  are  obtained  in  various  ways. 
The  most  important  one  is  income  from  productive  services  such  as 
labor,  the  loan  of  money,  the  lease  of  land,  etc.  Bank  deposits  held 
at  the  onset  of  the  control  scheme  would  be  transferred  to  black  bal¬ 
ances.  Other  sources  of  black  funds  are  the  sale  of  securities,  the 
realization  of  mortgages,  inheritances  and  the  like.  Black  balances 
are  used  for  payment  of  financial  obligations;  that  is,  for  payments 
not  involving  a  purchase  of  consumer  goods  or  of  resources  for  the 
production  of  consumer  goods.  To  prevent  black  balances  seeping 
into  unauthorized  consumption,  it  might  be  required  that  no  con¬ 
sumer’s  black  balance  can  be  debited  on  an  interpersonal  transfer 
unless  there  is  a  credit  to  the  payee’s  black  account. 

Retailers  and  others  who  sell  to  consumers  receive  ration  money, 
coinage,  or  checks  on  white  accounts.  These  must  be  deposited  by 
each  seller,  in  his  firm’s  blue  account,  held  at  a  single  bank.  All  nor¬ 
mal  operating  expenses  of  all  business  firms,  including  wages,  are  paid 
from  these  blue  accounts.  Payments  to  householders  for  services 
rendered  —  as  distinct  from  payments  to  other  firms  are  credited 
to  black  accounts.  Interfirm  payments  on  current  account,  including 
payments  by  retailers  to  other  firms  for  stock  in  trade,  etc.,  are  paid 
from  blue  accounts  into  blue  accounts.  (Business  firms  also  maintain 
red  accounts  for  capital  transactions.) 

Households,  in  short,  earn  money  by  contributing  to  production. 
These  funds  are  paid  into  their  black  account.3  A  certain  fraction  of 

3.  Actually,  in  Mobilizing  Resources  for  War  these  are  paid  into  white 
accounts,  and  consumers  qua  consumers  can  only  draw  on  these  up  to  the  amount 
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these  can  periodically  be  transferred  to  a  white  account  which  is  the 
source  of  funds  for  consumer  purchases.  The  remainder,  which  may 
not  be  so  transferred,  cannot  contribute  to  the  inflationary  “gap.” 
Consumer  expenditures  are  paid  into  the  blue  accounts  of  firms  sell¬ 
ing  goods  and  services  to  consumers,  and  these  are  used  to  cover 
operating  expenses.4 

In  a  war  of  survival,  it  is  to  be  expected  that  annual  transfers  to 
consumers’  white  accounts  will  be  considerably  below  their  annual 
earnings,  as  reflected  in  payments  into  their  black  balances.  These 
last  will  accordingly  accumulate  fairly  rapidly  unless  withdrawals  are 
made  for  taxes,  government  bonds,  or  other  investments.  To  pre¬ 
vent  the  latter  contributing  to  inflation  and  diverting  resources  from 
the  war  effort,  there  would  almost  certainly  have  to  be  some  form  of 
investment  control. 

This  multiple  consumer  account  system  is  sufficiently  novel  and 
restrictive  that  it  is  unlikely  to  be  put  into  force  prior  to  an  “all-out” 
war.  However,  in  the  event  of  any  prolonged  and  serious  inter¬ 
national  tension,  it  is  hoped  that  consumer  units  will  be  registered  in 
advance,  ration  permits  will  be  issued  even  if  not  used,  and  the  vari¬ 
ous  accounts  for  consumers  and  firms  will  be  established  at  least  in 
embryo  form.  Duplicate  ration  permit  and  bank  account  records 
should  be  maintained  in  physically  secure  places,  on  magnetic  tape, 
outside  major  cities.  Ration  money  should  be  held  in  readiness  at 
various  points.  Public  education  in  the  operation  of  the  multiple 
account  plan  should  be  begun.  Implementation  of  the  multiple  con¬ 
sumer  account  scheme  will  be  difficult  in  any  event,  but  it  may  be 
impossible  without  these  preattack  measures. 

Assuming  that  the  plan  is  established,  and  is  administered  suc- 

of  an  unused  expenditure  ration.  However,  this  really  means  the  establishment 
of  a  subsidiary  account  within  the  white  account.  It  would  seem  to  be  adminis¬ 
tratively  simpler  to  allow  all  permitted  transfers  to  white  accounts  to  be  used 
for  consumption. 

4.  Housing  and  durable  consumer  goods  such  as  automobiles  are  a  perennial 
difficulty  for  all  rationing  schemes.  The  government  would  probably  have  to 
ascertain  the  house  or  automobile  ownership  of  each  consumer  unit.  Rents  from 
houses  owned  but  not  occupied  would  have  to  be  paid  into  the  owner’s  black 
account.  Consumer  units  occupying  their  own  homes  would  probably  receive  a 
smaller  expenditure  ration.  The  proceeds  of  any  car  sale  by  a  consumer  that  left 
it  owning  one  or  more  cars  should  probably  be  paid  into  the  seller’s  black  account. 
Extra  houses  and  cars  owned  by  a  consumer  unit  might  be  susceptible  to  govern¬ 
ment  purchase  with  black  money.  Private  yachts  and  airplanes  might  be  handled 
in  the  same  manner.  Most  other  durable  consumer  goods  are  either  of  modest 
value  or  their  ownership  is  not  registered  in  peacetime.  In  all  these  latter  cases 
consumer  units  might  be  permitted  to  buy  and  sell  consumer  goods  for  white 
balances,  or  of  course  exchange  them.  Such  transactions  would  not  increase  the 
enforceable  claims  of  consumers  as  a  whole  on  the  current  production  of  the 
economy. 
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cessfully,  what  is  its  economic  value?  Does  it  satisfy  the  five  criteria 
originally  listed  (see  p.  563)?  Does  it  contribute  anything  to  the 
three  special  postattack  problems  mentioned  above  (see  pp.  561-62)? 

Certainly,  the  specific  spending  of  expenditure  rations  by  con¬ 
sumers  being  uncontrolled,  those  resources  still  devoted  to  satisfying 
consumers  should  adapt  more  readily  to  new  demand  patterns.  There 
being  no  specific  rations,  consumers  will  be  more  likely  to  buy  what 
they  want,  rather  than  draw  their  various  rations  and  then  try  to 
make  exchanges.  By  limiting  white  balances  and  ration  money,  the 
government  can,  in  principle  at  least,  reduce  to  a  very  low  level  the 
diversion  of  resources  to  satisfying  consumers.  As  prices  should 
remain  low,  the  poor  who  cannot  work  will  be  protected  as  most  or 
all  of  their  limited  incomes  is  withdrawable  in  ration  money.  Whether 
the  administrative  burden,  which  will  fall  primarily  on  the  banks,  is 
less  than  that  of  traditional  controls  is  hard  to  say:  certainly  the 
public  should  lose  less  time  waiting  when  applying  for  different 
specific  rations. 

Multiple  consumer  accounts,  unless  supplemented  in  ways  such 
as  described  in  the  next  section,  may  make  only  a  partial  contribution 
to  the  special  postattack  problems  already  mentioned.  Unless  ration 
money  can  command  many  essentials,  and  at  a  price  that  represents 
less  work  for  the  buyer  than  if  he  sought  to  obtain  them  directly  by 
his  own  efforts,  the  public  will  tend  to  abandon  specialized  production. 
The  government’s  ability  to  secure  adequate  taxes  is  also  dependent 
upon  households  using  the  marketplace  and  satisfying  their  wants 
indirectly  by  working  for  others;  if  this  condition  is  met,  and  assum¬ 
ing  output  per  capita  is  not  down  to  the  subsistence  level,  multiple 
consumer  accounts  should  effectively  divert  gross  national  product  to 
government  enterprises.  Lastly,  it  is  clear  that  no  rationing  scheme 
per  se  can  resolve  the  third  postattack  problem  of  uncertain  owner¬ 
ship  of  wealth,  and  this  is  really  a  subject  in  itself ;  however,  inasmuch 
as  most  money  assets  of  households  will  be  held  in  black  balances, 
which  can  only  be  converted  into  white  money  in  rationed  quantities, 
sales  of  assets  for  black  balances  will  not  effect  the  distribution  of 
consumer  goods.  Obviously,  in  view  of  the  widespread  confusion, 
panic,  and  shortages  that  can  be  expected  during  the  postattack 
period,  any  ration  scheme  must  be  supplemented  with  a  positive 
program  of  production  and  distribution. 

IV.  A  Pessimistic  but  Realistic  Program 

It  is  not  unrealistic  to  suppose  that  the  nation  may  find  itself 
in  an  “all-out”  war,  under  nuclear  attack,  without  any  prior  house¬ 
hold  registration,  issuance  of  ration  permits,  or  establishment  of 
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embryo  multiple  accounts  in  local  small  town  banks.  On  the  other 
hand,  because  it  means  government  spending  and  does  not  incon¬ 
venience  voters  in  peacetime,  it  is  quite  possible  that  the  federal  and 
state  governments  may  have  established  large  dumps  of  petroleum 
products,  preserved  foods,  and  other  stocks  outside  major  cities. 
There  should  also  be  stockpiling  and  distribution  of  “camping”  type 
items.6 

These  stocks,  assuming  the  government  prepositions  them  out¬ 
side  target  areas  and  protects  them  with  force  if  necessary,  could 
constitute  one  of  its  greatest  immediate  postattack  assets.  In  addi¬ 
tion,  it  can  “purchase,”  with  promises  to  pay,  many  consumer  items 
in  the  undamaged  areas,  and  move  these  to  deficit  areas  for  distribu¬ 
tion.  It  is  important,  except  in  very  small  quantities  and  immedi¬ 
ately  after  enemy  attack,  that  it  does  not  give  these  valuable  things 
away.  It  should  sell  them,  not  for  regular  legal  tender,  but  for  a  new 
war  emergency  money  (WEM)  that  is  already  printed  and  difficult 
to  counterfeit. 

The  WEM  would  enter  circulation  as  government  payments,  and 
particularly  as  wages  to  people  working  on  vital  reconstruction  proj¬ 
ects.  Thus  work  for  the  government,  and  perhaps  for  some  of  its 
contractors,  is  in  effect  rewarded  with  a  money  that  can  be  used  at 
government  stores  to  buy  things  that  most  people  want  urgently. 
To  the  extent  that  a  worker  does  not  want  these  items,  but  prefers 
things  that  can  be  obtained  at  regular  stores  or  through  private  sale 
for  ordinary  money,  he  should  find  a  ready  market  for  his  WEM. 
The  buying  and  selling  of  WEM  for  regular  legal  tender  should  be 
encouraged  by  the  government,  which  could  supervise  the  exchange 
and  publicize  the  going  rate.  It  does  not  undermine  the  scheme  if  a 
worker,  or  someone  else  holding  WEM,  uses  it  to  acquire  consumer 
goods  through  private  sale;  in  fact,  the  longer  WEM  is  in  circulation 
before  it  is  presented  at  a  government  store,  the  more  “free”  work 
and  goods  the  government  has  had. 

Logically,  the  innovation  of  WEM  by  the  government  is  not 
absolutely  necessary;  but  psychologically  it  may  be  a  very  useful 
innovation.  The  government  can  better  popularize  its  policy  of 
selling  prestocked  emergency  supplies,  rather  than  giving  them  away, 
if  it  sells  them  for  a  money  that  was  initially  earned  on  important 
reconstruction  projects.  It  is  true  that  survivors  happening  to  hold 
large  amounts  of  legal  tender  at  the  time  of  enemy  attack  will  be 
advantaged  if  they  can  buy  WEM  for  cash,  but  the  price  will  be  high, 

5.  E.g.,  tents,  sleeping  bags,  oil  stoves,  blankets,  foul  weather  gear,  axes 
and  shovels,  tarpaulins,  lumber,  nails,  common  hardware,  etc. 
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and  the  earner  of  the  WEM  will  be  happy  with  what  seems  a  high 
dollar  wage.  The  government  is  probably  anxious,  too,  to  make  it 
appear  that  the  prices  of  many  essentials  are  not  rising  very  rapidly, 
and  this  it  can  do  to  some  extent  by  keeping  WEM  dollar  prices  in 
government  stores  and  WEM  dollar  wages  on  government-sponsored 
projects  at  something  like  the  prewar  norm:  if  there  were  no  WEM, 
and  no  specific  rationing,  these  wages  and  prices  would  probably  rise 
to  very  high  levels,  and  the  government  would  appear  to  be  leading 
the  inflation  of  prices  and  wages. 

Irrespective  of  whether  WEM  is  introduced,  the  essential  feature 
of  this  pessimistic  but  realistic  program  is  that  the  government  sells 
needed  things  that  it  has  prestocked,  produces  after  the  attack,  or 
“buys”  with  deferred  means  of  payment.  This  is  a  difficult  decision 
for  a  supposedly  representative  government  to  make,  especially  if 
the  war  is  continuing  and  public  support  is  vital,  but  the  government 
must  have  some  means  of  obtaining  labor  and  materiel  other  than 
conscripting  and  commandeering.  The  government  must  fully  exploit, 
by  exchanging  them  for  labor  and  other  materiel,  all  goods  of  value 
that  it  can  control.  Most  of  the  taxes  that  are  most  financially  pro¬ 
ductive  in  normal  times  will  now  have  a  very  restricted  tax  base  or 
be  uncollectable.  Hence,  if  the  government  is  to  remain  an  effective 
organization,  it  would  seem  to  have  no  alternative,  during  the  first 
and  worst  days  following  major  enemy  attack,  but  to  make  people 
pay  for  the  goods  the  government  can  provide. 

During  this  period  the  government  should  be  pursuing  a  hard¬ 
hearted  but  right-minded  policy  in  related  economic  areas  also. 
Its  fundamental  aim  must  be  to  promote  current  output,  which 
means  that  workers  must  be  currently  and  adequately  rewarded  and 
that  at  least  the  out-of-pocket  expenses  of  currently  produced  goods  be 
covered  by  their  prices.  As  petroleum  refineries,  steel  mills,  and  other 
essential  industries  return  to  production  under  government  control, 
the  government  should  try  to  arrange  matters  so  that  its  sales  receipts 
are  considerably  in  excess  of  its  current  disbursements.  In  part  it 
can  do  this  by  using  its  newly  acquired  industrial  monopolies.  But 
it  can  also  contribute  to  its  current  cash  surplus  by  paying  a  rent 
to  the  owners  of  surviving  capital,  used  in  these  industries,  that  is  in 
some  such  deferred  form  as  blocked  government  bonds  or  black  bank 
accounts.  To  the  extent  that  the  government  also  uses  deferred 
payments  to  “buy”  existing  wealth  having  a  ready  market  —  e.g., 
extra  family  cars  and  houses  unoccupied  by  owners  it  can  also 
increase  its  current  surplus.  This  “profit”  obtained  from  what  in 
effect  is  a  temporary  and  involuntary  loan  —  is  needed,  of  course, 
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to  finance  “unproductive”  government  enterprises  such  as  general 
administration,  reconstruction,  and  perhaps  a  continuing  war  effort. 

With  the  passage  of  time,  it  should  be  possible  to  establish  white 
and  black  bank  accounts  in  a  single  bank  for  each  surviving  consumer 
unit.  Ration  permits  would  then  be  issued.  The  moratorium  origi¬ 
nally  imposed  on  all  bank  withdrawals  would  be  eased  by  the  estab¬ 
lishment  of  expenditure  rations  for  all  consumer  units,  as  prescribed 
in  the  multiple  consumer  account  plan,  with  some  transfers  being 
made  from  old  bank  accounts  (now  a  so-called  black  account)  to 
new  white  accounts.  Blue  and  red  accounts  would  be  established  for 
firms  for  the  purposes  already  described  (see  p.  567). 

Eventually,  assuming  WEM  had  been  used  during  the  worst 
days,  it  would  probably  be  desirable  to  recall  it,  crediting  holders' 
white  accounts  with  the  equivalent  dollar  value  as  indicated  by  the 
free  exchange  rate.  Circulating  legal  tender  in  the  hands  of  con¬ 
sumers  might  also  be  made  white  money.6  By  these  successive  steps 
the  government,  assuming  no  multiple  consumer  account  scheme  had 
been  in  effect  before  enemy  attack,  might  arrive  at  much  the  same 
system;  in  addition,  during  the  immediate  postattack  period,  by 
“selling”  some  of  the  economy’s  real  capital  in  return  for  current 
productive  effort,  it  may  have  ensured  its  own  and  the  nation’s 
survival. 


V.  Concluding  Comment 

In  planning  consumer  controls  for  future  wars  it  is  well  to  recog¬ 
nize  the  political  impossibility  of  introducing  in  peacetime  the  sort 
of  scheme  that  best  suits  the  worst  conceivable  wartime  situation. 
Hence  it  is  unlikely  that  a  multiple  consumer  account  system  could 
be  introduced  during  a  preattack  period  unless  some  Soviet  aggres¬ 
sion,  for  the  time  being  localized,  convinces  most  people  that  an 
“all-out”  war  is  not  far  in  the  future.  Hence,  the  best  practicable 
course  may  be  to  prepare  for  the  “pessimistic  but  realistic”  program 
described  above,  and  plan  to  put  some  sort  of  multiple  account 
scheme  into  operation  not  long  after  the  start  of  a  larger  war. 

For  wars  that  can  apparently  be  kept  local,  the  economic  strains 
are  not  likely  to  be  so  great  that  multiple  consumer  accounts  are 
necessary;  in  these  cases,  assuming  frequent  and  periodic  payroll 
deductions,  something  like  the  expenditure  ration  and  progressive 
consumption  tax  of  Wallis,  described  here,  would  seem  to  be  more 

6.  It  is  presumed  that,  as  a  measure  against  preattack  cash  hoarders,  all 
notes  exceeding  say  $20  were  formerly  declared  valueless  unless  deposited  within 
a  time  limit  in  a  bank  account  previously  under  moratorium  and  now  blocked 
for  many  purposes  as  a  black  balance. 
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than  adequate.  However,  many  local  wars  may  not  be  sufficiently 
costly  to  warrant  this  degree  of  interference  with  private  economic 
life.7 

In  concluding,  it  may  be  worthwhile  briefly  to  consider  the  pos¬ 
sible  consequences  of  having  no  scheme  ready  —  other  than  price 
ceilings  and  specific  rations  perhaps  —  prior  to  attack.  Under  these 
circumstances,  and  with  reduced  tax  collections,  the  government, 
however  much  it  may  conscript  and  commandeer,  will  be  forced  to 
create  new  money  to  carry  on  its  affairs.  Without  means  to  block 
or  subtract  excess  purchasing  power,  any  price  ceilings  that  may  have 
been  imposed  will  disintegrate.  Cigarettes  and  various  other  commod¬ 
ities  may  come  to  constitute  the  effective  currency.  Eventually,  the 
accelerating  inflation  will  decimate  the  investing  classes  of  America, 
just  as  former  wars  have  done  in  Europe.  In  view  of  these  alterna¬ 
tives  there  would  seem  to  have  seldom  been  a  case  where  advance 
planning  and  limited  preparation  were  so  important  to  the  nation. 

The  RAND  Corporation 

7.  And  under  no  circumstances  do  traditional  price,  ceilings  and  specific 
rations  seem  to  solve  any  real  economic  problem,  although  their  political  raison 
d’etre  is  obvious  enough. 
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For  the  past  three-quarters  of  a  century,  a  succession  of  percep¬ 
tive  observers  of  colonialism  —  ranging  from  Rudyard  Kipling  and 
George  Orwell  through  J.  S.  Furnivall  and  M.  L.  Darling  to  econo¬ 
mists  of  the  stature  of  S.  H.  Frankel  and  J.  H.  Boeke  —  have  been 
calling  attention  to  the  "sea  change”  which  Western  economic  insti¬ 
tutions  undergo  when  they  are  transplanted  in  traditional  tropical 
cultures.  This  paper  examines  the  transformation  of  commercial 
policy  under  the  impact  of  economic  nationalism  in  Southeast  Asia. 

I 

International  trade  theory  and  more  specifically  the  theory  of 
commercial  policy  has  occupied  an  important  position  in  speculation 
regarding  the  processes  of  economic  growth.  The  case  for  free  trade, 
i.e.,  “neutral”  commercial  policy,  was  a  case  for  international  special¬ 
ization,  an  “optimum”  allocation  of  resources  and  the  maximization 
of  the  real  income  of  the  world.  Opposing  the  case  for  free  trade 
there  evolved  a  theory  of  protection,  i.e.,  “positive”  commercial  pol¬ 
icy,  which  assigned  national  objectives  to  commercial  policy  including 
that  of  accelerating  national  economic  growth.  It  was  contended 
that  “positive”  commercial  policy  would  influence  growth  through 
the  following  independent  relationships.  First,  protection  could  be 
used  to  raise  the  prices  of  imports  and  import-competing  products 
produced  domestically,  thereby  establishing  an  incentive  for  private 
developmental  expenditures  in  the  protected  industries.  Crucial  to 
the  theory  of  protection  was  the  argument  that  the  structure  of  inter¬ 
national  specialization  was  in  large  part  historical  accident  and  that 
recourse  to  protection  would  enable  late-comers  to  avoid  specializa¬ 
tion  unfortunate  for  the  welfare  of  the  nation.  Second,  taxation  of 
imports  would  produce  government  revenues  which  would  be  avail¬ 
able  to  finance  developmental  expenditures,  i.e.,  social  investment. 
Finally,  commercial  policy  could  be  used  to  affect  the  distribution  of 
the  gains  from  trade  in  favor  of  the  country  resorting  to  protection.1 

1.  Maximum  protection  will  minimize  revenues  from  import  taxation  and 
ultimately  will  minimize  the  gains  from  trade. 
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The  traditional  theory  of  protection  relied  upon  import  (and 
export)  taxation  for  implementation.  The  claim  of  the  state  to 
the  windfall  arising  out  of  import  restriction  was  unquestioned. 
Moreover,  any  monopoly  returns  to  domestic  producers  of  import- 
competing  commodities  arising  out  of  import  restriction  would  tend 
to  disappear  over  time  as  output  increased.  Finally,  the  improve¬ 
ment  in  the  terms  of  trade  which  might  result  from  protection  would 
be  distributed  widely  through  society.  In  the  relatively  stable 
environment  of  the  international  gold  standard,  the  case  for  taxa¬ 
tion  of  foreign  trade  to  implement  a  "positive”  commercial  policy 
was  persuasive.2 

Speculation  with  respect  to  commercial  policy  has  kept  apace 
with  the  far-reaching  changes  in  economics  of  the  last  quarter  century 
and  recent  years  have  seen  the  ascendency  of  a  nationalistic  commer¬ 
cial  policy  of  controlled  external  disequilibrium.  The  objective  of 
such  a  commercial  policy  in  underdeveloped  countries  is  to  maintain 
a  tolerable  equilibrium  in  external  payments  while  pursuing  an  eco¬ 
nomic  development  policy  implemented  by  a  high  level  of  invest¬ 
ment.  It  is  recognized  that  increments  of  investment  even  where 
financed  by  additional  domestic  private  savings  or  taxation  will  con¬ 
tribute,  in  the  short  run,  to  external  disequilibrium  if  there  is  an 
import  component  in  the  additional  investment.3  Moreover,  there 
is  an  important  role  to  be  played  by  deficit  finance  and  private  credit 
expansion  in  accelerating  economic  growth,  and  it  is  widely  recog¬ 
nized  that  the  controlled  disequilibrium  of  developing  countries 
should  properly  arise  in  part  from  a  high  level  of  investment  not 
matched  by  comparable  levels  of  intended  domestic  savings.4 

Underdeveloped  countries  are  handicapped  in  their  efforts  to 
accelerate  economic  growth  by  low  levels  of  savings,  inelastic  supply 

2.  Symmetry  of  analysis  of  traditional  commercial  policy  requires  considera¬ 
tion  of  export  taxation  as  well  as  import  and  export  subsidization.  However, 
theoretical  analysis  as  well  as  implementation  of  commercial  policy  has  been 
dominated  by  protection,  i.e.,  import  restriction. 

3.  Underdeveloped  countries  have  found  that  additional  investment  fi¬ 
nanced  wholly  or  in  part  by  foreign  loans  or  economic  aid  may  contribute  to 
external  disequilibrium  where  the  increment  of  investment  involves  domestic 
expenditure  as  well  as  foreign  exchange  expenditure.  The  increased  incomes 
resulting  from  the  increment  of  domestic  expenditure  together  with  the  import 
content  of  the  investment  may  generate  a  demand  for  imports  of  goods  and 
services  in  excess  of  the  foreign  exchange  proceeds  of  the  foreign  loan  or  economic 

4.  A  recent  comprehensive  statement  of  the  theory  of  developmental  com¬ 
mercial  policy  is  to  be  found  in  G.  Myrdal,  An  International  Economy  (New  York. 
Harper  Bros.,  1956),  pp.  267-88.  The  footnote  references  of  this  work  provide  a 
useful  bibliography  of  the  extensive  literature  treating  the  relationships  between 
commercial  policy  and  economic  growth. 


576 


QUARTERLY  JOURNAL  OF  ECONOMICS 


functions,  relatively  large  marginal  propensities  to  import,  and  lim¬ 
ited  amounts  of  foreign  exchange  reserves.  Under  conditions  of 
unlimited  foreign  exchange  reserves,  the  investment  multiplier  in  the 
typical  underdeveloped  country  might  not  be  large  inasmuch  as  the 
small  propensity  to  save  would  be  counterbalanced  by  a  relatively 
large  propensity  to  make  current  account  payments.  However,  in 
the  absence  of  foreign  exchange  reserves  or  foreign  financing  adequate 
to  sustain  a  large  deficit  in  the  current  account,  the  investment  multi¬ 
plier  tends  to  be  large  as  governments  are  forced  to  limit  foreign 
payments. 

The  underdeveloped  country  resorting  to  exchange  and  import 
controls  may  be  faced  by  the  need  to  intensify  steadily  such  controls. 
Inelastic  supply  functions  combined  with  a  large  investment  multi¬ 
plier  tend  to  (a)  generate  price  increases  which  impair  the  competitive 
position  of  exports  and  (b)  lead  to  increased  domestic  consumption  of 
output  previously  exported.5  The  resultant  decline  in  foreign  exchange 
proceeds  will  require  intensification  of  controls  to  maintain  a  tolerable 
external  equilibrium.  Moreover,  controls  over  trade  and  payments 
have  proved  to  be  an  obstacle  to  an  inflow  of  foreign  investment 
which  would  tend  to  materialize  in  the  initial  stages  of  development. 

In  the  face  of  such  formidable  obstacles,  countries  attempting  to 
accelerate  economic  growth  impose  stringent  quantitative  controls 
over  imports  (and  other  payments)  to  maintain  a  precarious  but 
tolerable  equilibrium.6  Generally,  the  rationing  of  foreign  exchange 
is  on  the  basis  of  developmental  priorities  and  an  increasing  propor¬ 
tion  of  foreign  exchange  tends  to  be  reserved  for  imports  of  capital 
goods.  Such  a  theory  of  developmental  commercial  policy  has  con¬ 
siderable  relevance  and  many  underdeveloped  countries  can  point  to 
theh  balance-of -payments  difficulties  as  evidence  of  effective  attempts 
to  accelerate  economic  growth.7 

However,  this  neat  theory  is  also  the  refuge  for  laggards  in  the 

5.  Such  changes  in  prices  and  costs  are  not  essential  to  the  theory  of  develop¬ 
mental  commercial  policy.  External  imbalance  will  normally  result  from  the 
tendency  for  Southeast  Asians  to  spend  a  substantial  part  of  increments  of  income 
on  imports  of  goods  and  services. 

6.  In  a  formal  sense  it  is  incorrect  to  include  exchange  controls  in  commercial 
policy ,  since  exchange  rationing  applies  to  capital  transfers  as  well  as  to  trade  and 
services.  However,  it  is  realistic  to  consider  exchange  controls  in  underdeveloped 
countries  as  an  aspect  of  commercial  policy  in  view  of  the  tendency  for  both 
exchange  restrictions  at  the  margin  as  well  as  the  substantial  part  of  exchange 
restriction  to  be  applied  to  current  account  items. 

,  1  Myrfa!’  °P'  c^’’  P'  ‘Z’lO.  “Under  these  circumstances  it  should,  per¬ 

haps  first  be  said  that  there  must  be  something  wrong  with  an  underdeveloped 
country  that  does  not  have  foreign  exchange  difficulties.” 
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race  to  accelerate  economic  growth.  While  external  disequilibrium 
may  be  a  necessary  concomitant  of  economic  development,  the  exist¬ 
ence  of  balance-of-payments  difficulties  is  not  necessarily  evidence  of 
effective  efforts  to  accelerate  economic  growth.8 


II 

Assessment  of  the  developmental  content  of  an  economic  policy 
must  invariably  involve  subjective  judgments.  Such  an  appraisal 
should  reflect,  among  other  things,  understanding  of  (a)  the  structure 
of  values  of  the  society,  (b)  the  structure  of  political  power  and  the 
process  by  which  public  policy  decisions  are  made,  (c)  the  resiliency 
of  social  institutions  incompatible  with  accelerated  economic  growth 
and  (d)  motivations  of  personalities  who  are  in  a  position  to  influence 
public  policy  decisions. 

In  addition,  the  following  types  of  statistical  evidence  would  be 
relevant  to  such  an  appraisal.  First  would  be  the  level  of  investment 
and  savings  when  compared  with  (a)  the  historical  requirements  of 
development,  (b)  the  performance  of  underdeveloped  countries  effec¬ 
tively  accelerating  economic  growth,  and  (c)  the  potentialities  of  the 
society  for  capital  formation  in  terms  of  the  existing  level  of  income 
and  the  concentration  of  income.  For  example,  investigation  of 
capital  requirements  of  rapid  economic  progress  suggests  that  net 
investment  of  5  per  cent  of  income  may  be  required  to  maintain 
existing  levels  of  per  capita  income  where  population  is  increasing 
at  1  to  2  per  cent  per  annum.9  Second,  it  is  generally  recognized  that 
the  state  has  a  responsibility  to  contribute  to  economic  growth  by 
public  saving  and  social  investment  as  well  as  by  creating  a  frame¬ 
work  of  policy  favorable  to  growth.  On  the  other  hand,  such  govern¬ 
ments  are  confronted  by  imperative  and  expanding  demands  for  pub¬ 
lic  services.  Where  the  proportion  of  income  captured  by  taxation  is 
not  in  excess  of  10  per  cent,  the  state  is  probably  not  in  a  position  to 

8.  This  brief  resume  of  the  theory  of  developmental  commercial  policy  is 

not  intended  to  suggest  that  capital  formation  is  the  critical  ingredient  of  economic 
growth.  It  is  not  unlikely  that  significant  changes  in  values  and  social  institutions 
will  have  to  precede  effective  efforts  to  accelerate  economic  growth  in  Southeast 
Asia.  However,  the  theory  of  developmental  commercial  policy  outlined  here 
indicates  the  appropriate  policy  response  for  the  country  attempting  to  accelerate 
economic  growth  by  high  levels  of  developmental  expenditure  and  has  not  been, 
so  far  as  I  know,  related  to  the  problem  of  cultural  change.  .  . 

9.  For  a  comprehensive  bibliography  of  the  literature  dealing  with  the 
capital  requirements  of  economic  progress,  see:  S.  A.  Abbas,  Capital  Requirements 
for  the  Development  of  South  and  Southeast  Asia  (Groningen,  Netherlands.  J. 
Wolters,  1956),  pp.  145-51. 
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contribute  effectively  to  net  domestic  investment.1  Third,  the  exist¬ 
ence  of  stringent  controls  over  foreign  payments  in  an  environment 
of  stable  or  declining  internal  prices  is  hardly  compatible  with  the 
theory  of  developmental  commercial  policy  in  which  the  incomes 
generated  by  a  large  investment  multiplier  in  the  absence  of  adequate 
foreign  exchange  reserves  would  be  used  to  purchase  domestically 
produced  goods  and  services.  Implicit  in  such  a  concept  is  the  belief 
that  the  over-all  supply  function  in  the  early  stages  of  development 
will  tend  to  be  relatively  inelastic. 

The  Philippines  represents  a  prototype  of  postwar  Southeast 
Asian  commercial  policy  of  controlled  disequilibrium  not  arising 
primarily  out  of  effective  efforts  to  accelerate  economic  growth.  In 
the  four  years  following  1951,  national  income  totaled  P29.3  billion. 
During  this  period  gross  fixed  capital  formation  totaled  P2.2  billion 
while  depreciation  was  estimated  at  TT.7  billion.  When  net  fixed 
capital  formation  is  combined  with  estimated  increases  in  stocks 
during  1952-55  of  P.5  billion,  it  is  doubtful  whether  net  domestic 
capital  formation  exceeded  5  per  cent  of  national  income.  Philippine 
capacity  to  raise  revenues  by  taxation  has  also  been  undistinguished. 
Tax  revenues,  comprising  between  85  and  90  per  cent  of  government 
revenues,  totaled  P2. 7  billion,  or  approximately  10  per  cent  of  national 
income  during  the  four  fiscal  years  ending  June  30,  1956.  Finally, 
Philippine  prices  have  remained  relatively  stable  since  1949.  For 
example,  the  cost  of  living  index  (1953  =  100)  averaged  99  in  1949 
as  compared  with  98  for  1955. 2 

The  stability  of  Philippine  prices  when  combined  with  the  other 
items  of  evidence,  strongly  suggests  that  the  precarious  balance  in 
Philippine  payments  which  has  been  maintained  since  1949  by  strin¬ 
gent  exchange  and  import  controls,  does  not  arise  out  of  effective 
attempts  to  accelerate  economic  growth.  The  need  for  such  controls 
arises  out  of  an  exchange  parity  which  overvalues  the  peso.  The 
official  exchange  parity  of  two  pesos  per  dollar  is  unchanged  from  the 
prewar  parity.3  The  Philippines  emerged  from  World  War  II  with 
a  structure  of  costs  and  prices  at  least  five  times  as  high  as  before 

1.  Implicit  in  this  conclusion  is  the  assumption  that  potential  price  inflation 
effectively  circumscribes  developmental  expenditures  which  might  be  provided  by 
budgetary  deficits  or  nongovernmental  bank  credit  expansion. 

2.  An  attempt  to  assess  statistically  the  developmental  content  of  commer¬ 
cial  policy  lends  an  aura  of  preciseness  which  is  unwarranted.  The  effectiveness 
of  development  efforts  is  a  matter  of  degree,  and  is  not  absolute;  statistical  series 
can  only  support,  not  confirm,  the  essentially  intuitive  judgment  of  policy. 

3.  The  Philippines  is  the  only  country  that  suffered  extensive  capital  con¬ 
sumption  and  destruction  in  World  War  II  which  has  been  able  to  defend  its  pre¬ 
war  parity. 
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the  war  while  prices  in  the  United  States,  which  accounted  for  three- 
quarters  of  Philippine  foreign  trade,  were  approximately  doubled. 
While  the  decline  in  prices  in  the  early  postwar  years  significantly 
reduced  the  overvaluation  of  the  peso,  the  present  value  of  the  peso 
exchanged  for  dollars  at  the  official  exchange  rate  is  greater  than  the 
purchasing  power  of  the  peso  internally. 

The  selection  of  the  Philippines  as  the  prototype  of  postwar 
Southeast  Asian  commercial  policy  was  due  primarily  to  the  avail¬ 
ability  of  statistics.  While  there  are  important  differences  from 
country  to  country,  with  the  exception  of  Malaya,4  all  of  the  states 
of  Southeast  Asia  are  maintaining  external  balance  by  stringent 
import  and  exchange  controls.  Moreover,  the  pressure  on  the  bal¬ 
ance  of  payments  does  not,  in  general,  arise  from  a  high  level  of 
developmental  expenditure  and  the  effectiveness  of  public  policy  in 
accelerating  economic  growth. 


Ill 

It  is  the  thesis  of  this  paper  that  commercial  policy  in  postwar 
Southeast  Asia  is  intelligible  not  in  terms  of  efforts  to  accelerate 
economic  growth,  but  in  terms  of  the  economic  content  of  nationalism. 
The  economic  counterpart  of  political  nationalism  in  newly-sovereign 
Southeast  Asia  is  best  understood  as  a  determination  to  “de-alienize” 
the  economies  inherited  from  the  period  of  colonialism.  Commercial 
policy  has  become  a  powerful  tool  for  increasing  both  absolutely  and 
relatively  the  ownership  or  control  by  “nationals,”  i.e.,  ethnic  South¬ 
east  Asians,  of  the  nonagricultural  assets  of  their  economies.  It 
should  be  emphasized  that  the  newly  sovereign  governments  of 
Southeast  Asia  resorted  to  exchange  and  import  restrictions  in 
response  to  an  intractable  imbalance  in  external  payments.  The  com¬ 
mercial  policy  of  “de-alienization”  did  not  appear  fully  developed  in 
Southeast  Asia  but  evolved  in  a  process  of  experimentation  and 
adaptation  of  commercial  policy  expedients  to  the  long-run  objective 
of  economic  nationalism.8 

The  colonial  period  was  distinguished  by  the  imposition  of  laissez 
faire  liberalism  on  the  tradition-dominated  cultures  of  Southeast 
Asia.  Because  of  their  cultural  heritage  Southeast  Asians  were  poorly 
equipped  to  engage  in  the  highly  individualistic  “jungle  capitalism” 

4.  Including  Singapore. 

5.  The  choice  of  the  term  “de-alienization”  to  describe  such  a  commercial 
policy  was  made  to  avoid  confusion  which  might  attend  the  use  of  nationaliza¬ 
tion”  as  an  alternative.  The  latter  term  has  acquired  the  connotation  of  public 
ownership  which  has  not  been  initially  a  dominant  objective  of  economic  national¬ 
ism  in  Southeast  Asia. 
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which  resulted.  They  were  shunted  to  the  fringe  of  the  market  place 
to  witness  the  “alienization”  of  their  economies  —  where  the  aliens 
included  unassimilated  Chinese,  Arab  and  Indian  minorities  as  well  as 
the  dominant  Westerners.  These  highly  rational  minorities  acquired 
control  of  the  bulk  of  the  nonagricultural  assets  largely  because  of 
business  acumen  and  a  higher  propensity  to  save,  qualities  richly 
rewarded  in  a  liberal  economic  system,  but  qualities  alien  to  tradi¬ 
tional  Southeast  Asia.6  Colonialism  proved  indefensible  in  World 
War  II  and  the  period  since  1945  has  witnessed  the  triumph  of 
nationalism  throughout  the  area.  The  political  exclusiveness  of 
nationalism  is  matched  by  a  determination  to  “de-alienize”  their 
economies. 

Restriction  of  current  account  payments  creates  a  windfall  where 
the  limited  imports  (and  services)  are  rationed  by  the  price  mecha¬ 
nism.  A  fundamental  commercial  policy  problem  is  the  distribu¬ 
tion  of  the  windfall  arising  out  of  foreign  exchange  rationing.  The 
governments  of  Southeast  Asia  are  confronted  by  strong  centrifugal 
forces  inherent  in  nationalism  in  an  environment  of  ethnic  hetero¬ 
geneity.  The  capacity  of  these  governments  to  acquire  command 
over  resources  to  meet  imperative  demands  for  both  welfare  and 
accelerated  growth  are  limited.  Under  these  circumstances,  there  is 
a  strong  incentive  for  the  government  to  appropriate  the  windfall 
arising  out  of  exchange  rationing. 

First,  real  resources  are  diverted  to  the  government  to  the 
extent  that  foreign  exchange  is  utilized  for  government  expenditures. 
Because  of  their  monopoly  of  foreign  exchange,  governments  are  able 
to  acquire  their  foreign  exchange  requirements  in  exchange  for  local 
currency  at  rates  which  substantially  overvalue  the  local  currency. 
Second,  governments  derive  revenue  from  premium  sales  of  foreign 
exchange  allocated  for  those  uses  where  exchange  controls  have  been 
applied  most  intensely  and,  therefore,  have  produced  the  widest 
divergence  between  the  internal  and  external  value  of  the  local  cur¬ 
rency.  Multiple  exchange  rate  schemes  are  presently  being  imple¬ 
mented  by  most  Southeast  Asian  countries.  Most  premium  rate 
schemes  have  the  additional  feature  that  they  tax  nontrade  payments 
which,  by  definition,  escape  the  tariff  schedules.  Finally,  an  over¬ 
valued  currency  facilitates  the  collection  of  normal  tariff  duties,  and 
reduces  the  opposition  to  the  imposition  of  higher  duties. 

While  Southeast  Asian  governments  have  tended  to  be  more 
effective  in  capturing  the  windfall  arising  out  of  import  restriction,  it 

6.  Where  rationality  is  assessed  in  terms  of  values  and  attitudes  prevailing 
in  the  West. 
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is  still  true  that  quantitative  controls  establish  the  effective,  or  mar¬ 
ginal  restraint,  on  foreign  payments.  That  is  to  say,  foreign  exchange 
licenses  are  highly  sought  after  because  the  tariffs  and  exchange 
premia  which  have  to  be  paid  do  not  exhaust  the  windfall  established 
by  the  stringent  rationing  of  foreign  exchange.  Holders  of  import 
licenses  are  able  to  sell  imports  at  prices  the  market  will  bear  and 
the  tendency  for  imports  to  expand  less  rapidly  than  money  incomes 
in  Southeast  Asia  has  tended  to  sustain  the  heavy  windfall  to  be 
realized  from  foreign  exchange  licenses.  Applications  for  the  avail¬ 
able  foreign  exchange  tend  to  be  in  excess  of  allocations  and  the  eco¬ 
nomic  incentive  generated  by  windfalls  arising  out  of  import  restric¬ 
tions  has  motivated  a  considerable  part  of  the  corruption  which  has 
plagued  the  governments  of  postwar  Southeast  Asia.7 

The  remainder  of  this  paper  is  devoted  to  examination  of  com¬ 
mercial  policy  in  which  a  substantial  part  of  the  windfall  arising  out 
of  foreign  exchange  rationing  and  currency  overvaluation  is  not 
appropriated  by  the  government  directly,  but  is  used  to  accomplish 
“de-alienization .  ’  ’ 

The  initial  objective  of  “de-alienization”  has  been,  naturally 
enough,  the  import  trade.  The  windfall  created  by  import  restriction 
has  ensured  the  economic  viability  of  inexperienced  indigenous  entre¬ 
preneurs  while  the  administrative  discretion  inherent  in  import  and 
exchange  controls  has  facilitated  discrimination  against  alien  firms.8 

7.  The  failure  of  Southeast  Asian  governments  to  capture  the  windfall 
inherent  in  import  restriction  is  attributable,  in  part,  to  the  sensitivity  of  South¬ 
east  Asian  nationalism.  Exchange  premia  are  recognized  as  a  measure  of  effective 
devaluation  and,  it  is  believed,  would  be  interpreted  by  the  outside  world  as 
evidence  of  administrative  weakness  or  policy  mismanagement. 

8.  Belief  that  the  producer/exporter  in  the  trading  partner  will  be  able  to 
appropriate  a  major  part  of  the  windfall  arising  out  of  import  restriction  persists 
in  economic  analysis  of  exchange  and  import  controls.  Cf.  joan  Robinson, 
“Beggar-My-Neighbor  Remedies  for  Unemployment,”  reprinted  in  Readings  in 
the  Theory  of  International  Trade  (American  Economic  Association,  1949),  p.  403 
and  J.  E.  Meade,  The  Balance  of  Payments  (London:  Oxford  University  Press, 
1954),  pp.  276-89.  Such  an  alternative  is  of  little  practical  significance.  Exchange 
control  authorities  do  not  link  exchange  allocations  to  a  specific  producer/exporter 
in  a  trading  partner.  The  importer  is  normally  allocated  foreign  exchange  to 
import  specified  commodities  and  he  is  free  to  choose  among  alternative  sources 
of  supply.  At  worst,  the  importer  might  be  restricted  to  expenditure  of  an 
exchange  allocation  in  a  particular  country. 

The  above  conclusion  is  subject  to  two  qualifications.  First,  when  foreign 
exchange  is  allocated  to  an  alien  firm  or  to  the  branch  or  subsidiary  of  a  foreign 
owned  firm  it  might  be  argued  that  the  producer  /exporter  in  the  trading  partner 
has  appropriated  the  import  windfall.  However,  economic  nationalism  can  be 
depended  upon  to  police  this  type  of  arrangement  and  to  prevent  the  direct 
expropriation  of  the  windfall  through  higher  prices  paid  for  imports.  Second 
where  irregular  currency  overvaluation  is  maintained  by  exchange  and  impor 
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The  popularity  of  such  a  policy  is  manifested  in  the  eagerness  of 
political  parties  and  politicians  to  legislate  an  increasing  portion  of 
the  available  foreign  exchange  to  indigenous  importers. 

A  co-ordinate  objective  of  “de-alienization”  has  been  the  retail 
trade  which,  in  Southeast  Asia,  has  been  dominated  by  the  Chinese 
and  Indian  minorities.  Here  the  progress  of  “de-alienization”  has 
been  slower  because  of  the  technical  problem  of  diverting  a  portion 
of  the  import  windfall  to  the  indigenous  retailer.  One  solution  to  the 
latter  problem  has  been  the  creation  of  statutory  import  monopolies 
which  are  allocated  foreign  exchange  at  the  favorable  official  rate  and 
which  in  turn  wholesale  imported  goods  to  indigenous  entrepreneurs.9 
By  passing  on  to  the  indigenous  retailer  a  portion  of  the  import 
windfall,  the  retailer  is  enabled  to  compete  successfully  with  alien 
retail  firms  which  must  acquire  imports  at  prices  reflecting  the 
severity  of  import  restriction. 

Finally,  commercial  policy  contributes  to  “de-alienization” 
through  its  impact  on  the  export  sector.  The  relatively  industrialized 
plantation,  mining  and  forestry  industries  producing  for  export  prior 
to  World  War  II  were  dominated  by  Western  firms.  Following 
World  War  II,  industrial  production  of  tropical  exports,  handicapped 
by  political  insecurity  as  well  as  currency  overvaluation,  has  tended 
to  lag  behind  prewar  levels  whereas  world  production  and  trade  have 
expanded  substantially  over  prewar  levels.1  The  postwar  period  has 
witnessed  a  substantial  “de-alienization”  of  industrial  export  produc¬ 
tion  a  process  characterized  by  (a)  failure  to  rehabilitate  war- 
damaged  Western-owned  industries,  (b)  capital  consumption  forced 
by  the  burden  of  currency  overvaluation  and  stringent  controls  over 
capital  export,  and  (c)  “distress”  sales  of  Western  enterprises  to 
indigenous  entrepreneurs. 

Similarly,  the  assembly  and  shipment  of  peasant  exports,  e.g., 
rice  in  Vietnam,  Burma  and  Thailand,  coconut  products  in  the 
Philippines  and  Indonesia,  and  rubber  of  small  holders  in  Malaya 

controls,  the  importer  allocated  exchange  to  import  commodities  not  severely 
restricted  has  an  incentive  to  overvalue  imports  in  order  to  accumulate  liquid 
foreign  assets.  Such  liquid  foreign  assets  might  be  accumulated  in  anticipation  of 
devaluation  or  in  order  to  realize  a  premium  from  transactions  in  the  “free” 
foreign  exchange  market.  Even  where  import  overvaluation  requires  collusion  of 
the  producer/exporter  it  is  unlikely  that  the  importer  would  not  be  able  to  appro¬ 
priate  the  major  part  of  the  windfall  arising  out  of  import  restriction. 

9.  For  example,  the  Price  Stabilization  Corporation  (PRISCO)  and  its 
successor  the  National  Marketing  Corporation  (NAMARCO)  have  implemented 
such  a  policy  in  the  postwar  Philippines. 

1.  Malaya,  which  has  not  rationed  foreign  exchange,  i.e.,  maintained  an 
overvalued  currency,  is  an  exception. 
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and  Indonesia,  have  traditionally  been  dominated  by  Chinese  and 
other  Asian  minorities.  In  the  case  of  peasant  produce,  “de-alieniza- 
tion”  has  often  been  accomplished  by  statutory  monopolies  staffed 
by  nationals,  which  procure  and  market  both  domestically  and  in 
international  trade.  The  origins  of  statutory  monopolies  in  peasant 
produce  are  complex  and  have  varied  widely  from  country  to  coun¬ 
try.2  However,  in  Southeast  Asia  they  have  been  closely  related  to 
commercial  policy.  The  effectiveness  of  exchange  controls  depends 
upon  the  ability  of  the  exchange  control  authority  to  capture  foreign 
exchange  proceeds.  On  the  other  hand,  under  conditions  of  currency 
overvaluation  and  external  disequilibrium,  individuals  who  come  into 
possession  of  foreign  exchange  are  motivated  to  evade  the  controls. 
The  usefulness  of  statutory  export  monopolies  in  the  implementation 
of  exchange  control  is  obvious.3 

What  further  consequences  are  attributable  to  a  commercial 
policy  of  “de-alienization”?  I  would  call  attention  first  to  two 
adverse  effects  and  then  speculate  briefly  regarding  two  other  effects 
which  contribute  to  a  rationale  for  such  a  policy. 

Economists  generally  deplore  the  nature  of  colonial  economic 
specialization.  It  is  usually  argued  that  excessive  dependence  on 
exports  of  a  few  primary  products  adversely  affects  economic  progress 
both  because  of  a  tendency  for  the  terms  of  trade  to  deteriorate  secu¬ 
larly  and  because  of  cyclical  instability  of  prices  received  for  primary 
products.  However,  it  seems  evident  that  currency  overvaluation 
resulting  from  commercial  policy  of  “de-alienization”  will  not  con¬ 
tribute  to  diversification  of  export  production.  Such  a  policy  nar¬ 
rows  the  opportunities  for  specialization  to  a  smaller  spectrum  of 
absolute  advantage.  The  countries  of  Southeast  Asia  are  today 
more  dependent  upon  fewer  exports  than  ever  before.4  In  the  absence 
of  a  change  in  commercial  policy,  e.g.,  export  subsidization,  premium 
buying  rates  for  exchange,  etc.,  there  is  little  likelihood  that  the 
increasing  concentration  of  exports  will  be  reversed.  Export  produc- 

2.  Cf.  C.  Lebuscher,  Bulk  Buying  from  the  Colonies  (London:  Oxford  Uni¬ 
versity  Press,  1956). 

3.  As  is  well  known,  statutory  monopolies  for  the  procurement  and  market¬ 
ing  of  peasant  produce  have  acquired  important  revenue  functions.  The  isolation 
of  peasant  producers  from  “superior”  consumption  patterns  and  the  strength  of 
tradition  in  the  rural  countryside  results  in  inelastic  supply  conditions  of  small 
holders’  production.  Under  such  circumstances,  statutory  monopolies  have  been 
able  for  prolonged  periods  to  maintain  procurement  prices  substantially  below 
export  prices  without  reducing  output  substantially.  Taxation  of  exports  of  rice 
has  provided  a  major  part  of  revenues  available  to  the  government  of  Burma 
following  independence. 

4.  See  table  next  page. 
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tion  and  trade  in  Southeast  Asia  are  being  “de-alienized”  by  a  com¬ 
mercial  policy  which  reduces  the  volume  of  trade  and  increases  the 
product  concentration. 

Traditional  commercial  policy  achieves  protection,  i.e.,  raises  the 
prices  of  imports  by  taxation  whereas  effective  exchange  and  import 
controls  establish  a  margin  of  protection  by  reducing  the  volume  of 
imports  which  are  marketed  at  higher  prices.  There  are  significant 
qualitative  advantages  to  protection  implemented  by  tariffs.  To 
begin  with,  exchange  and  import  controls  tend  to  fluctuate  widely  in 
intensity  being  affected  by  both  economic  and  political  factors.  The 
effectiveness  of  protection  in  inducing  investment  in  domestic  produc¬ 
tion  is  related  to  its  greater  certainty  and  steadiness.  Moreover,  pro¬ 
tection  arising  out  of  exchange  controls  seems  tq  preclude  substantial 
foreign  investment.  To  the  extent  that  exchange  controls  require 
conversion  of  foreign  currencies  at  the  official  (overvalued)  exchange 
rate  to  meet  local  currency  costs  of  investment,  such  investment 
will  be  discouraged.  Infinitely  more  important,  the  existence  of  dis¬ 
cretionary  exchange  controls  are  a  formidable  obstacle  to  private 
foreign  investment  when  implemented  in  an  environment  of  national¬ 
ism.  Investment  induced  by  protection  afforded  by  exchange  and 
import  controls  will  tend  to  be  indigenous  investment.  This  is  quite 
consistent  with  economic  nationalism  and  the  objective  of  “de-alien- 
ization,”  but  it  may  not  contribute  to  maximum  economic  growth. 

Commercial  policy  implemented  by  import  taxation  tends  to 
influence  the  terms  of  trade,  in  the  first  instance,  by  reducing  the 

4. 

Commodity  Distribution  of  Exports  of  Southeast  Asia1 

(Per  cent) 


Indonesia 

1937 

Average 

1953/55 

Philippines 

1937 

Average 

1953/56 

Rubber 

30 

36 

Coconut  products 

28 

39.5 

Petroleum 

17 

24 

Sugar 

38 

25.0 

Tin 

8 

8 

Abaca 

14 

8.0 

Coconut  products 

7 

7 

Timber  and  lumber 

— 

9.5 

62 

75 

* 

80 

82.0 

Thailand 

1937 

Average 
1953 /56 

Burma 

1937 

Average 

1953/56 

Rice 

46 

53.0 

Rice 

42 

76.8 

Rubber 

14 

18.5 

Teak 

7 

2.0 

Tin 

23 

6.3 

Cotton 

2 

4.3 

— 

— 

Petroleum 

25 

— 

83 

77.8 

76 

83.1 

1.  International  Monetary  Fund,  International  Financial  Statistics,  X  (Sept.  1957),  32-36. 
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demand  for  imports,  thereby  reducing  the  price  received  by  the 
foreign  producer.  After  the  imposition  of  tariffs  the  domestic  con¬ 
sumer  pays  more  for  imports  while  the  foreign  producer  tends  to 
receive  less  while  the  difference  between  these  prices  represents  the 
revenue  diverted  to  the  tariff -imposing  government.  Similarly,  in 
the  case  of  an  overvalued  currency  maintained  by  exchange  and 
import  controls,  effective  demand  for  imports  is  limited  by  exchange 
rationing  thereby  tending  to  reduce  the  price  received  by  the  foreign 
producer.  Moreover,  an  overvalued  currency  impairs  the  competi¬ 
tive  position  of  export  production,  tending  to  reduce  the  supply  of 
exports  and  thereby  resulting  in  higher  prices  for  exports.  There  is 
strong  evidence  of  a  marked  improvement  in  the  terms  of  trade  for 
tropical  produce  in  the  postwar  as  compared  with  the  prewar  period.6 
The  high  degree  of  uniformity  of  commercial  policy  in  the  tropical, 
less  developed  world  has  contributed  to  improvement  in  the  terms 
of  trade  of  this  area.  However,  these  countries  have  not  shared  in 
the  postwar  expansion  in  world  trade  and,  given  their  ambitions  for 
accelerated  economic  growth,  no  responsible  observer  can  be  com¬ 
placent  over  the  level  of  imports  obtained  by  these  countries.  The 
improved  terms  of  trade  for  tropical  produce  may  have  been  procured 
at  the  cost  of  reduced  foreign  exchange  earnings  in  real  terms. 

Finally,  it  is  generally  acknowledged  that  economic  growth  may 
be  highly  dependent  upon  cultural  and  social  change  as  well  as  upon 
capital  accumulation.  The  highly  nationalistic  commercial  policy  of 
Southeast  Asia  may  be  productive  of  social  change.  For  example, 
“de-alienization”  tends  to  develop  indigenous  entrepreneurship. 
While  initially  the  fortunate  holders  of  import  licenses  act  as  “dum¬ 
mies”  and  peddle  their  licenses  to  alien  businessmen,  their  experiences 
with  commercial  transactions  tend  to  broaden  their  horizons  while 
the  windfall  which  they  realize  from  import  restriction  provides  them 
with  capital  and  in  increasing  numbers  they  turn  to  commerce  and 
other  economic  activities. 

Moreover,  the  economic  pressure  on  the  Chinese  minority  has 
led  to  a  discernible  tendency  on  their  part  to  seek  and  train  indigenous 

Indexes  of  Unit  Values  in  National  Currencies  of  Imports  and  Exports 

PhiUnninea  Thailand  Burma  Fed.  of  Malaya 

Imports  Exports  Imports  Exports  Imports  Exports  Imports  Exports 

Prewar  51*  34’  6’  9’  41*  10’  30*  29> 

Postwar  1323  118*  127*  124*  130’  111»  130’  146’ 

Source:  United  Nations,  Yearbook  of  International  Trade  Stahsttcs,  195 o. 

1.  1937. 

2.  Unweighted  average  1937-39. 

3.  Unweighted  average  1952-55. 

4.  Unweighted  average  1947-49. 
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business  associates  and  increasingly  to  cast  their  lot  with  the  nation 
state  of  their  residence.  The  process  of  “freezing”  alien  minorities 
out  of  commercial  activities  combined  with  exchange  restraints  on 
the  export  of  capital  has  led  to  a  shift  in  the  activities  of  the  Chinese 
and  other  minorities  toward  production  of  light  consumer  goods 
for  the  domestic  market,  frequently  in  association  with  native 
entrepreneurs. 

Social  change  is  also  accelerated  by  the  concentration  of  activ¬ 
ities  associated  with  commercial  policy  in  urban  centers.  The  poten¬ 
tial  Southeast  Asian  entrepreneur  who  responds  to  the  economic 
opportunity  presented  by  “de-alienization”  gravitates  to  the  cities 
where  he  tends  to  shed  traditional  values  and  loyalties  which  are 
widely  recognized  as  obstacles  to  rapid  economic  growth.  The  econo¬ 
mist  observing  postwar  Southeast  Asia  cannot  but  be  aware  of  the 
significant  element  of  urbanized  Southeast  Asia  with  consumption 
patterns  and  economic  functions  that  are  usually  associated  with 
the  middle  class  in  Western  societies. 


IV 

The  commercial  policy  of  a  country  at  any  moment  in  time  is  a 
composite  structure  reflecting  diverse  public  policy  objectives.  Policy 
goals  which  influence  commercial  policy  include,  among  others,  eco¬ 
nomic  development,  industrialization,  economic  nationalism,  fiscal 
expediency,  political  autonomy,  etc.  Examination  of  commercial 
policy  in  Southeast  Asia  indicates  that  economic  nationalism  as 
manifested  in  a  determination  to  “de-alienize”  their  economies  exerts 
a  predominant  influence  upon  current  commercial  policy  in  this  area. 

Commercial  policy  of  “de-alienization”  described  herein  is  sub¬ 
ject  to  stresses  which  will  tend  to  produce  rapid  institutional  change. 
For  example,  currency  overvaluation  will  tend  to  break  down  as 
(a)  exporters  and  others  coming  into  possession  of  foreign  exchange 
devise  techniques  for  evading  exchange  controls,  (b)  pressure  for 
consumption  through  the  budget  motivates  governments  to  exhaust 
import  values  as  a  tax  base  and  (c)  the  drawbacks  of  existing  com¬ 
mercial  policy  increasingly  outweigh  the  benefits  and  the  need  to 
develop  alternative  techniques  for  “de-alienization”  is  recognized. 

The  literature  dealing  with  developmental  commercial  policy 
tends  to  dismiss  those  countries  having  the  symptoms  of  develop¬ 
mental  commercial  policy  in  the  absence  of  effective  efforts  to  accel¬ 
erate  economic  growth  as  “satisfied  with  the  existing  relative  stagna- 
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tion.”6  Such  a  conclusion  represents  an  evaluation  of  Southeast 
Asian  policy  in  terms  of  Western  oriented  values.  When  appraised 
in  terms  of  the  values  and  aspirations  of  Southeast  Asian  nationalism, 
commercial  policy  in  that  part  of  the  world  becomes  both  rational  and 
dynamic. 

The  sovereign  states  of  Southeast  Asia  are  determined  to  reinte¬ 
grate  their  societies  on  the  basis  of  an  exclusive  nationalism.  Eco¬ 
nomic  nationalism  up  to  the  present  has  not  been  so  much  concerned 
with  the  size  of  the  pie,  i.e.,  economic  development,  as  in  increasing 
the  share  accruing  to  Southeast  Asians.  Initially  the  windfall  arising 
out  of  import  restriction  tends  to  motivate  more  graft  and  corruption 
than  legitimate  economic  activity,  but  there  is  evidence  that  it  may 
accelerate  social  change  prerequisite  to  rapid  economic  growth.  In 
any  case,  “de-alienization”  is  a  popular  policy  in  Southeast  Asia,  and 
understanding  of  problems  of  economic  growth  in  that  part  of  the 
world  will  improve  with  recognition  by  economists  of  the  powerful 
economic  forces  inherent  in  nationalism.  A  basic  public  policy  prob¬ 
lem  is  the  deterioration  of  the  relative  position  of  Southeast  Asia  in 
world  trade.  Stagnation  of  export  production  and  trade  does  not 
have  to  be  a  cost  of  “de-alienization.” 

Cornell  University 

6.  Myrdal,  op.  cit.,  p.  269.  Myrdal’s  dismissal  of  a  substantial  part  of  the 
underdeveloped  world  is  surprising  in  view  of  bis  avowal  (p.  223) :  “I  propose,  in 
discussing  the  commercial  policy  problems  of  the  underdeveloped  countries,  to 
tackle  the  subject,  deliberately,  from  the  viewpoint  of  their  own  interests.’’ 


UNITY  IN  THE  THOUGHT  OF  ALFRED  MARSHALL* 


By  G.  Pursell 

Introduction,  588.  —  I.  The  theory  of  value,  589.  —  II.  Money,  interest 
and  fluctuations,  590.  —  III.  Aspects  of  economic  development,  594.  —  IV. 
Conclusion,  599. 

Marshall  came  to  economics  in  1867 ;  within  three  years  he  had 
worked  out  the  theoretical  backbone  of  his  system.1  By  the  time  of 
the  publication  of  Jevon’s  Theory  of  Political  Economy  in  1872  (he 
wrote  to  J.  B.  Clark,  almost  forty  years  later)  “I  had  practically  com¬ 
pleted  the  whole  of  the  substance  of  my  Mathematical  Appendix.  .  .  . 
Substantially  my  theory  of  capital  as  it  exists  today  is  completely 
outlined  in  Notes  V  and  XIII-XIV;  and  my  general  theory  of  dis¬ 
tribution  (except  in  so  far  as  relates  to  the  element  of  time)  is  in  like 
manner  contained  in  Note  XXI;  to  which  the  preceding  notes  and 
especially  XIV-XX  lead  up.  .  .  .  Between  1870  and  1874  I  developed 
the  details  of  my  theoretical  position;  and  I  am  not  conscious  of  any 
perceptible  change  since  the  time  when  Bohm  Bawerk  and  Wieser 
were  still  lads  at  school  or  College.  .  .  .  My  whole  life  has  been  and 
will  be  given  to  presenting  in  realistic  form  as  much  as  I  can  of  my 
Note  XXI.  If  I  live  to  complete  my  scheme  fairly  well,  people  will, 
I  think,  realise  that  it  has  unity  and  individuality.”2 

No  one  today  would  question  the  “individuality”  of  Marshall’s 
contribution  to  economics.  But  its  unity?  Although  he  heatedly 
denied  the  suggestion  that  he  tried  to  compromise,  to  reconcile  diver¬ 
gent  theories  —  “Truth  is  the  only  thing  worth  having,  not  peace!”3 

our  own  age  is  skeptical.  There  is  the  “real  cost”  question,  the 
reverence  for  Ricardo  and  the  English  tradition,  the  small  amount 
of  attention  paid  to  the  Austrians  and  French  (whose  position  was 
really  much  closer  to  his  own),  the  mighty  treatise  resembling  Smith’s 
in  so  many  ways.  All  this  is  clear  by  now;  but  what  has  possibly  not 
been  discussed  so  much  is  the  unity  of  his  work,  given  his  “real”  posi¬ 
tion  on  fundamentals.  It  is  suggested  in  this  paper  that  Marshall’s 
treatment  of  certain  topics  was  restricted  by  his  desire  to  maintain 
this  unity,  and  that  discoveries  which  were  important  were  not  fol- 

I  am  indebted  to  Professor  T.  W.  Swan  and  Dr.  I.  F.  Pearce  for  comments. 

1.  T.  W.  Hutchison,  Review  of  Economic  Doctrines,  1870-1929,  p.  64. 

2.  Memorials  of  Alfred  Marshall,  ed.  A.  C.  Pigou  (London,  1925),  p.  417. 

3.  Ibid.,  p.  418. 


588 


UNITY  IN  THE  THOUGHT  OF  ALFRED  MARSHALL.  589 


lowed  up,  as  they  could  have  been  if  he  had  not  so  restricted  himself.4 
First  there  is  a  description  of  what  is  understood  to  be  his  central 
position,  his  theory  of  value;  then  this  is  discussed  in  relation  to  his 
theory  of  credit,  interest  and  fluctuations;  and  finally  in  relation  to 
various  aspects  of  his  ideas  on  economic  development. 

I.  The  Theory  of  Value 

It  is  apparent  from  the  quotation  above  that  Marshall’s  general 
theory  of  value  was  arrived  at  very  early.  In  essentials  the  system 
was  the  marginal  utility  system  of  general  equilibrium,  not  different 
from  that  of  Walras,  or  those  of  Jevons  and  the  Austrians.  The 
starting  point  was  the  “wants”  or  demands  of  individuals;  these  could 
be  satisfied  by  exchange  and  production  in  competitive  markets. 
“Costs”  were  the  “imputed”  payments  to  “services”  rendered  by 
“factors  of  production.”  It  was  assumed  that  all  the  economic  agents 
acted  rationally,  in  the  sense  that  they  so  allocated  resources  between 
different  wants  as  to  maximize  satisfaction.  The  system  could  be 
expressed  by  simultaneous  equations,  or,  more  vividly,  described  by 
means  of  the  “stationary  state.”  This  was  the  theoretical  “long  run” 
where  everything  is  adjusted  from  the  past,  and  where  “the  require¬ 
ments  of  a  future  age  can  be  anticipated  an  indefinite  time  before¬ 
hand.”5  Of  course  Marshall  did  not  agree  that  costs  were  subsidiary; 
they  had  an  independent  place  of  their  own,  like  a  billiard  ball  bal¬ 
ancing  against  two  others  in  a  bowl.  However,  it  is  apparent  now 
that  the  logic  of  his  position  was  otherwise;  as  Schumpeter  puts  it, 
“the  position  of  the  balls  is  to  be  accounted  for  by  a  single  principle, 
gravitation  in  the  case  of  mechanics,  utility  in  the  case  of  economics.”6 

In  what  sense  was  this  position  the  center  of  Marshall’s  thought? 
After  all,  he  repeatedly  spoke  of  theory  as  “an  engine  for  the  discovery 
of  concrete  truth,”7  and  emphasized  the  special  nature  of  concrete 
problems.  He  distrusted  “long  chains  of  deductive  reasoning,”  and 
the  fine  adjusting  of  existing  tools,  when  each  real  situation  would 
largely  require  the  construction  of  its  own.  While  this  is  true  of  his 
statements  of  methodology,  in  practice  the  warning  to  others  and  to 
himself  is  often  overlooked;  doubtless  due  partly  to  “his  strong  ethical 
intent  and  desire  to  hand  on  some  practical  message  in  the  accepted 

4  I  disagree  with  L.  E.  Fouraker  (“The  Cambridge  Didactic  Style,”  J ournal 
of  Political  Economy,  LXVI  (Feb.  1958))  that  the  difficulties  to  be  found  m  the 
Principles  are  always,  or  even  mainly,  a  matter  of  presentation  or  style. 

5.  Marshall,  Principles,  8th  ed.  (Reprinted  1952),  p.  305. 

6.  J.  A.  Schumpeter,  History  of  Economic  Analysis,  p.  922. 

7.  Memorials,  p.  159.  My  italics. 
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time-honoured  terminology,”8  but  also,  it  is  suggested,  because  of 
his  unwillingness  or  inability  to  use  other  engines  of  analysis  than 
his  own. 

II.  Money,  Interest,  and  Fluctuations 

The  explanation  of  interest  raises  difficulties  even  in  the  pure 
theory  of  the  stationary  state.  In  Marshall  interest  is  a  payment 
for  the  use  of  loanable  funds  —  liquid  funds  —  as  distinct  from  con¬ 
crete  capital  factors.  The  supply  of  loanable  funds  is  clearly  though 
perhaps  not  very  adequately  discussed.  Saving  must  be  rewarded 
in  a  stationary  state  because  of  man’s  “irrational”  preference  for 
present  pleasures;  and,  in  the  real  world,  there  is  the  additional 
factor  of  uncertainty  (though  this  is  complicated  by  the  simultaneous 
entry  into  the  analysis  of  “social  and  religious  sanction,”  “family 
affection,”  etc.).9  But  on  the  demand  side  the  position  is  hazy. 
Marshall  points  out  the  dilemma,1  but  does  not  anywhere  explicitly 
resolve  it.  The  demand  for  loanable  funds  is  derived  from  the  demand 
for  (gross)  investment.  But  this  in  turn  depends  on  the  prospective 
yields  of  additional  capital  factors,  discounted  to  the  present.  Dis¬ 
counted  by  what?  It  cannot  be  the  market  rate  of  interest,  because 
that  is  to  be  determined.  The  answer  must  be  the  individual  time- 
rates  of  discount  of  those  to  whom  the  capital  good  yields  accrue.2 

This,  then,  is  the  “engine”  with  which  Marshall  proceeded  to 
examine  concrete  cases.  Complementing  it  is  his  theory  of  money, 
also  closely  integrated  into  the  general  theory  of  normal  value.  The 
value  of  money,  according  to  this,  the  “Cambridge”  equation,  is 
determined  by  the  demand  and  supply  for  it. 

“In  every  state  of  society  there  is  some  fraction  of  their  income  which  people 
find  it  worth  while  to  keep  in  the  form  of  currency,  it  may  be  a  fifth,  or  a  tenth, 
or  a  twentieth.  A  large  command  of  resources  in  the  form  of  currency  renders 
their  business  easy  and  smooth,  and  puts  them  at  an  advantage  in  bargaining; 
but  on  the  other  hand  it  locks  up  in  a  barren  form  resources  that  might  yield  an 
income  of  gratification  if  invested,  say,  in  extra  furniture;  or  a  money  income,  if 
invested  in  extra  machinery  or  cattle.  A  man  fixes  the  appropriate  fraction 
after  balancing  one  against  another  the  advantages  of  a  further  ready  command 
and  the  disadvantages  of  putting  more  of  his  resources  into  a  form  in  which  they 
yield  him  no  direct  income  or  other  benefit.”3 

8.  Hutchison,  op.  cit.,  p.  73. 

9.  Principles,  Bonk  4,  chap.  7.  G.  J.  Stigler,  Production  and  Distribution 
Theories,  pp.  102-3. 

1.  Principles,  p.  430. 

2.  H.  J.  Davenport,  The  Economics  of  Alfred  Marshall  (Cornell  University 

Press,  1935),  p.  457.  y 

3.  J.  M.  Keynes:  A  Treatise  on  Money,  I,  230. 
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The  supply  is  determined,  in  the  pure  system,  by  the  general 
equilibrium  relations  of  the  whole  system ;  or  more  concretely,  by  the 
trading  relations  of  a  country  with  others,  by  the  technical  and  cost 
conditions  of  production  of  money,  and  so  on;  and,  with  paper  money, 
by  decision  of  the  political  authority.  Then,  given  the  two  —  M  and 
k  in  the  equation  M  =  ky 4 5  —  the  general  level  of  prices  is  determined. 
The  third  main  “tool”  derived  from  the  stationary  state  was  Say’s 
Law,6  perhaps  not  stated  explicitly  or  rigidly,  but  nevertheless  essen¬ 
tial  for  long-run  normal  equilibrium  in  Marshall’s  sense. 

With  this  analytical  equipment  Marshall  had  to  face  the  facts 
of  unemployment,  crisis,  and  disturbances  in  the  real  world.  But 
though  he  repeatedly  warns  us  in  the  Principles  that  these  factors 
must  be  kept  in  mind,6  and  at  the  very  end  speaks  of  the  “complex 
actions  and  reactions  of  credit,  of  foreign  trade,  and  of  modern 
developments  of  combination  and  monopoly”7  which  must  be  looked 
at  before  practical  conclusions  are  reached;  and  though  he  contem¬ 
plated  a  systematic  book  on  the  subject,  which  was  never  written8 
{Money,  Credit  and  Commerce  being  for  the  most  part  a  collection  of 
early  writing  and  evidence);  despite  all  this  his  own  views  are  not 
those  of  a  man  who  is  a  disinterested  tool  user,  but  rather  they  are 
the  reflection  of  a  definite  “vision”  of  reality;  they  are  derived  from 
a  conceptual  system  which  is  supposed  to  represent  fairly  closely 
essential  and  universal  forces  acting  in  the  world. 

The  kind  of  approach  of  a  person  holding  Say’s  Law  is  familiar. 
Thus  for  Marshall  unemployment  was  a  phenomenon  of  credit  expan¬ 
sion  and  contraction.  Some  accidental  factor  —  a  good  harvest,  the 
discovery  of  new  colonial  territory  —  acts  on  people’s  expectations ; 
prices,  wages,  and  profits  rise  as  credit  expands;  eventually  “distrust 
takes  the  place  of  confidence,  failure  and  panic  breed  panic  and 
failure.  The  commercial  storm  leaves  its  path  strewn  with  ruin. 
When  it  is  over  there  is  a  calm,  but  a  dull  heavy  calm.  Those  who 
have  saved  themselves  are  in  no  mood  to  venture  again.”9  Although 
“having  the  power  to  purchase,”  men  have  not  chosen  to  use  it.1  But 
the  next  day  dawns  fine;  normal  times  are  back  again.  In  the  same 
way,  surveying  the  economic  state  of  the  nation  for  the  benefit  of 

4.  Marshall  did  not  formulate  the  theory  in  this  form. 

5.  Principles,  p.  591. 

6.  Ibid..,  e.g.,  at  beginning  of  chaps.  1  and  8  in  Book  V. 

7.  Ibid.,  p.  601. 

8.  Keynes,  Essays  in  Biography,  p.  161. 

9.  Elements  of  the  Economics  of  Industry  (London:  Macmillan,  1892),  pp. 
152-53. 

1.  Principles,  p.  591. 


592 


QUARTERLY  JOURNAL  OF  ECONOMICS 


the  Royal  Commission  on  the  Depression  of  Trade  and  Industry 
(1886), 2  he  remarks  that  the  evil  of  the  era  of  low  prices  since  1873 
had  been  exaggerated.  Indeed,  on  the  whole,  low  prices  had  “con¬ 
duced  more  to  solid  progress  and  true  happiness  than  the  alternations 
of  feverish  activity  and  painful  retrogression  which  have  characterised 
every  preceding  decade  of  this  century.”*  The  only  theoretical  reason 
for  unemployment  (apart  from  the  normal  switching  of  the  labor 
force  from  old  into  new  industries)  lay  in  the  lag  between  falling 
prices  and  falling  costs.  Some  costs  were  fixed  in  money  terms  and 
so  increased  in  real  terms.  There  could  conceivably  be  some  “sus¬ 
pension  of  industry”  for  this  reason;  but  probably  not  a  great  deal 
in  this  case,  because  prices  were  falling  so  slowly.  But  whatever  the 
theoretical  possibilities,  unemployment  was  not  increasing,  simply  as 
a  matter  of  fact.  “I  believe  that  the  statistical  evidence  brought 
forward  to  prove  it  is  invalid.”4  Frictional  employment  of  the  kind 
theoretically  possible  could  be  largely  avoided,  in  any  case,  by  the 
general  adoption  of  the  device  of  adjusting  all  contracts  longer  than 
a  certain  period,  by  an  index  of  general  prices.8 

Just  as  Marshall  applied  this  part  of  his  central  analysis  fairly 
unreservedly  to  real  problems,  so  with  his  theory  of  interest.  The 
Gold  and  Silver  Commissioners  asked  him  what  he  thought  would  be 
the  effect  of  an  influx  of  gold  into  Lombard  Street. 

He  answered,  very  much  as  Ricardo  or  even  Smith  would  have 
done  “.  .  .  the  supply  of  gold  exercises  no  permanent  influence  over 
the  rate  of  discount.  The  average  rate  of  discount  is  permanently 
determined  by  the  profitableness  of  business.  All  that  the  influx  of 
gold  does  is  to  make  a  sort  of  ripple  on  the  surface  of  the  water.”6 
His  reasoning  seems  to  be:  an  inflow  of  gold  to  the  money  market 
lowers  the  interest  rate  temporarily;  this  encourages  “speculative  ven¬ 
tures”;  credit  is  extended  generally;  but  this  raises  prices.  With 
higher  prices,  assuming  no  change  in  habits,  people  wish  to  hold 
more  cash;  this  tightens  the  money  market  again,  and  the  old  rate 
of  interest  is  restored.7 

Marshall’s  concern  for  explanations  of  real  phenomena  ultimately 
unified  by  being  related  to  the  forces  of  long-run  supply  and  demand, 
also  led  him  to  pass  lightly  over  many  relationships  which  he  per¬ 
ceived  clearly  enough,  but  did  not  develop. 

1.  He  noticed  that  “the  demand  for  Fixed  capital  is  liable  to 

2.  Official  Papers  by  Alfred  Marshall  (London,  1926). 

3.  Ibid.,  p.  9. 

4.  Official  Papers'.  Evidence  before  Gold  and  Silver  Commission,  p.  92. 

5.  Ibid.,  p.  9. 

6.  Ibid.,  p.  41. 

7.  Ibid.,  pp.  38^4. 
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more  extreme  fluctuations  than  the  demand  for  commodities  that  are 
wanted  for  immediate  consumption,  and  the  trades  which  make 
Fixed  capital  are  more  affected  than  any  others  by  alterations  of  com¬ 
mercial  prosperity  and  adversity.”  He  gave  the  examples  of  pig  iron 
and  the  building  trade.8 

2.  He  recognized  some  stability  in  consumption  purchases  “when 
the  wave  of  prosperity  is  descending”;  for  “the  statistics  of  total 
consumption  of  such  commodities  as  tea,  sugar,  butter,  wool,  etc. 
prove  that  the  total  purchasing  power  of  the  people  does  not  mean¬ 
while  fall  very  fast.”9 

3.  As  had  many  writers  before  him,1  he  saw  how  a  cumulative 
process  could  be  started  by  a  divergence  between  the  “nominal”  and 
the  “real”  rate  of  interest,  due  to  a  changing  level  of  prices.  This, 
however,  was  “most  conspicuous  in  the  market  for  short  loans  —  a 
market  which  differs  in  many  of  its  incidents  from  any  other,  and  a 
full  discussion  of  their  influences  must  be  deferred.”2  As  with  so 
many  others,  the  promised  “full  discussion”  never  eventuated. 

4.  He  clearly  distinguished  the  motives  of  individuals  which  lay 
behind  k  in  the  quantity  equation,  from  the  facts  of  business  organiza¬ 
tion  affecting  velocity  of  circulation  in  a  more  mechanical  way.3  Nor¬ 
mally,  there  is  apparently  no  hoarding  for  reasons  of  speculation  and 
security;  but  there  may  be,  if  a  change  in  the  value  of  the  currency 
is  expected,  e.g.,  appreciation  against  silver  if  a  bimetallic  system 
cannot  be  held.4  Later,  in  Money  Credit  and  Commerce,  as  Hansen 
points  out,5  he  supposes  that  assets,  and  not  only  incomes,  are  rele¬ 
vant.  Thus  he  says:  “Let  us  suppose  that  the  inhabitants  of  a 
country,  taken  one  with  another  .  .  .  find  it  just  worth  their  while 
to  keep  by  them  on  the  average  ready  purchasing  power  to  the  extent 
of  a  tenth  part  of  their  annual  income,  together  with  a  fiftieth  part 
of  their  property  .  .  .”6 

Thus  we  have  M  =  kY  +  kA,  where  A  stands  for  total  assets. 
This  is  not  far  from  Keynes’s  “liquidity  preference”  motive,  since 
security  prices,  i.e.,  the  rate  of  interest,  obviously  affect  the  total 
value  of  assets  owned.7  However,  it  is  significant  that  Marshall  made 
no  use  of  this  idea.  If  he  had  thought  it  through  he  must  inevitably 

8.  A.  H.  Hansen:  Business  Cycles  and  National  Income,  pp.  273-74. 

9.  Principles,  p.  92. 

1.  E.g.,  Ricardo  and  Thornton. 

2.  Principles,  p.  493. 

3.  Official  Papers,  p.35. 

4.  Ibid.,  p.  59. 

5.  Money  Credit  &  Commerce  (London,  1923). 

6.  Ibid.,  p.  44. 

7.  This  point  is  made  by  A.  H.  Hansen,  Monetary  Theory  and  Fiscal  Policy, 


594 


QUARTERLY  JOURNAL  OF  ECONOMICS 


have  come  to  see  the  connection  between  the  rate  of  interest  and  the 
quantity  of  money.  Indeed,  his  reasoning  was  not  satisfactory  on 
this  very  matter,  when  rather  hard  pressed  at  one  stage  by  the  Gold 
and  Silver  Commissioners.  Why,  they  asked  him,  should  an  increase 
of  gold  in  Lombard  Street  cause  a  “flutter”  upwards  in  security 
prices,  speculation,  and  increased  general  prices,  when  for  the  past 
two  years,  there  had  been  a  great  “plethora”  of  capital  seeking  dis¬ 
count  on  the  market?  Why,  it  was  implied,  would  the  extra  money 
not  simply  remain  on  the  market,  uninvested?8  Again,  Marshall’s 
preconceptions  were  against  such  a  possibility.  If  he  had  admitted 
the  possibility  that  money  may  permanently  affect  the  rate  of  interest, 
he  would  have  been  committed  to  overhaul  hisxwhole  system  of  long- 
run  equilibrium. 

III.  Aspects  of  Economic  Development 

As  in  his  theory  of  money,  in  his  theory  of  development  Marshall 
saw  many  significant  relationships,  but  because  of  his  concern  for 
unity,  failed  to  develop  them  clearly. 

A.  Increasing  Returns 

Possibly  the  most  obvious  and  best  known  example  is  his  dis¬ 
cussion  of  increasing  returns.  The  economies  of  large-scale  produc¬ 
tion  are  emphasized  strongly.  A  large  firm  has  advantages  in  the 
use  of  material,9  in  the  use  of  specialized  machinery,1  in  the  invention 
of  new  machinery,2  in  buying  and  selling  on  a  large  scale,3  in  the  use 
of  (especially  managerial)  specialized  skills,4  and  in  finances.6  If  so, 
how  does  competition  exist  at  all? 

Marshall  gave  several  reasons.  First,  there  was  the  doctrine  of 
“external  economies.”  There  were  two  main  categories  of  these  — 
those  internal  to  the  industry  —  “Economies  in  the  use  of  specialised 
skill  and  machinery  .  .  .  which  depend  on  the  aggregate  volume  of 
production  in  the  neighbourhood”  —  and  others  external  to  it  — 
“those  connected  with  the  growth  of  knowledge  and  the  progress  of 
the  arts,”  depending  chiefly  “on  the  aggregate  volume  of  production 
in  the  whole  civilised  world.”6  But,  as  Sraffa7  pointed  out,  the  latter 

8.  Official  Papers,  pp.  49-51. 

9.  Principles,  p.  232. 

1.  Ibid.,  p.  3. 

2.  Ibid.,  p.  4. 

3.  Ibid.,  p.  5. 

4.  Ibid.,  p.  6. 

5.  Ibid.,  p.  7. 

6.  Ibid.,  p.  220. 

7.  Sraffa,  “The  Laws  of  Returns  under  Competitive  Conditions,”  Economic 
Journal,  XXXVI  (Dec.  1926). 
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were  not  really  applicable  to  Marshall’s  “particular  equilibrium” 
approach  to  industrial  analysis,  and  the  former  are  of  little  impor¬ 
tance  as  long  as  they  are  supposed  strictly  external  to  particular 
firms.  The  whole  construction  was  a  clumsy  one,  in  so  far  as  it  was 
meant  to  fit  into  the  theory  of  normal  long-run  equilibrium.  It  was 
a  fruitful  idea8  forced  into  a  system  where  it  did  not  really  belong.9 

The  second  reason  Marshall  gave  to  explain  the  absence  of  wide¬ 
spread  monopoly  was  the  existence  of  special  markets.  “But  many 
commodities  with  regard  to  which  the  tendency  to  increasing  returns 
acts  strongly  are,  more  or  less,  specialities;  some  of  them  aim  at 
creating  a  new  want,  or  meeting  an  old  want  in  a  new  way.  Some 
of  them  are  adapted  to  special  tastes,  and  can  never  have  a  very 
large  market;  and  some  have  merits  that  are  not  easily  tested  and 
must  win  their  way  into  general  favour  slowly.  In  such  cases  the 
sales  of  each  business  are  limited,  more  or  less  according  to  the  cir¬ 
cumstances,  to  the  particular  market  which  it  has  slowly  and  expen¬ 
sively  acquired;  and  though  the  production  itself  might  be  economi¬ 
cally  increased  very  fast,  the  sale  could  not.”1  This,  of  course,  is  the 
solution  of  Sraffa,  Joan  Robinson,  Chamberlin  and  the  others.  If 
Marshall’s  writing  is  perused  carefully  enough,  almost  every  conclu¬ 
sion  of  interest  that  these  and  other  writers  came  to,  can  be  found 
more  or  less  clearly  stated.  A  notable  example  is  the  unpublished 
paper  on  retail  prices,2  where  there  is  a  clear  description  of  what 
Chamberlin  later  called  “product  differentiation,”  among  other  things. 

Yet  Marshall  did  not  develop  a  specific  theory  along  these  lines. 
He  left  the  matter  curiously  incomplete.  For  in  trying  to  find  how 
increasing  returns  could  be  made  compatible  with  normal  competitive 
equilibrium,  he  had  arrived  at  a  reason  which  was  itself  incompatible. 
So,  while  keeping  “special  markets,”  he  minimized  their  importance. 
Monopolistic  prices  were  like  “snow  flakes  which  rise  as  they  fly 
past  a  house  in  a  strong  wind,  not  because  gravitation  is  in  abeyance, 
but  because  it  is  overborn  by  the  force  of  wind  eddies.”3 

The  third  and  best  known  of  Marshall’s  reasons  for  the  existence 
of  competition  lay  in  “the  balancing  of  the  force  of  life  and  decay” 

8.  E.g.,  M.  Fleming,  “External  Economies  and  the  Doctrine  of  Balanced 
Growth,”  Economic  Journal,  LXV  (June  1955),  and  the  literature  referred  to 
there 

9.  Thus  Stigler  says  (op.  dt.,  p.  76)  “As  a  tool  in  the  explanation  of  economic 
history,  the  doctrine  of  external  economies  (but  in  a  different  form  than  pro¬ 
posed)  seems  to  have  considerable  serviceability.  As  a  device  for  the  elucidation 
of  relative  prices,  it  seems  to  have  a  very  restricted  scope.” 

1.  Principles,  p.  239. 

2.  Memorials,  p.  354. 

3.  Ibid.,  p.  356. 
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in  the  firm;  in  the  mortality  of  the  businessman  and  the  inferiority  of 
his  descendants.4  Thus  at  any  time  the  industry  consists  of  many 
firms,  some  rising,  some  falling.  Taking  a  broad  view  “we  need  not 
trouble  ourselves  with  these  eddies  on  the  surface  of  the  great  tide”;5 
and  if  we  wish  to  look  closer,  it  is  enough  to  consider  a  “representa¬ 
tive”  firm.  But  the  analogy,  while  useful,  was  of  doubtful  validity, 
if  carried  too  far.  Marshall  himself  came  to  recognize  this:  “every 
recent  decade  has  contained  some  episodes  which  suggest  that  it 
fi.e.,  the  idea  of  decay  in  the  management  of  the  firm]  may  probably 
be  greatly  changed,  either  in  substance,  or  in  the  methods  by  which 
new  life  is  brought  into  old  bodies.”6 

Speaking  generally  of  Marshall’s  treatment  of  increasing  returns, 
we  can  say  then  that  the  idea  of  itself  was  of  considerable  importance. 
But  instead  of  being  followed  along  its  own  peculiar  paths,  it  was 
limited  and  fitted  into  the  general  system  of  stationary  equilibrium. 
In  the  course  of  limiting  it,  new  discoveries  were  made  —  the  concept 
of  “external”  and  “internal”  economies,  the  ideas  of  the  “particular 
market”  and  of  organic  growth  and  decay.  Each  of  these  deserved 
study  in  its  own  right;  instead  (uncomfortable)  niches  were  also  found 
for  them  in  the  general  scheme. 

B.  “ Organization ” 

“The  central  unity  of  action  between  the  laws  of  nature  in  the 
physical  and  the  moral  world,”  Marshall  wrote,  “is  that  the  develop¬ 
ment  of  the  organism,  whether  social  or  physical,  involves  an  increas¬ 
ing  subdivision  of  functions  between  its  separate  parts  on  the  one 
hand,  and  on  the  other  a  more  intimate  connection  between  them.”7 
“Organization”  is  the  structure  of  the  organism  thus  adapted  to  its 
environment;  it  is  in  the  main  spontaneous  and  natural,  but  not 
incapable  of  modification  by  the  purposive  action  of  man.8  In  the 
more  special  sense  in  which  Marshall  uses  it  “it  has  many  forms,  e.g., 
that  of  a  single  business,  that  of  various  businesses  in  the  same  trade, 
that  of  various  trades  relatively  to  one  another,  and  that  of  the  State 
providing  security  for  all  and  help  for  many.”9 

Used  in  this  way,  the  concept  of  “organization”  is  obviously  a 
very  broad  one,  and  mainly  useful  for  the  elucidation  of  historical 
development.  Yet  Marshall  puts  it  on  a  par  with  land,  labor,  and 

4.  Ibid.,  p.  318. 

5.  Principles,  p.  314. 

6.  Industry  and  Trade  (2d  ed.;  London,  1919),  p.  316. 

7.  Principles,  p.  201. 

8.  Ibid.,  p.  206. 

9.  Ibid.,  p.  115. 
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capital  as  a  “factor  of  production.”  How  can  it  possibly  be  integrated 
into  the  general  theory  of  Book  V,  if  it  is  left  so  vague?  This  is  all 
the  more  remarkable,  as  Marshall  is  so  aware  of  the  roughness  and 
approximate  nature  of  the  other  concepts.  But  he  explains  that, 
while  “the  abstract  and  mathematical  point  of  view,”  which  would 
assimilate  all  factors  to  a  common  denominator  (so  that,  for  example, 
the  return  to  labor  is  rent  of  labor  service  plus  interest  on  capital), 
is,  on  its  own  ground  “incontestable”;  yet  for  ordinary  analysis  we 
do  away  with  “the  incessant  enumeration  of  details  of  secondary 
importance”  by  using  broader  categories  which  are  roughly  correct1 
(e.g.,  labor  is  supposed  to  consist  more  in  pure  “labor  service”  than 
the  service  of  capital  invested).  Thus  he  is  clear  about  the  connec¬ 
tion  in  these  cases,  and  even  takes  some  trouble  to  explain  it;  yet 
“organization”  is  left  hanging  in  mid-air.  Possibly  there  is  a  connec¬ 
tion  in  that  the  entrepreneur  “organizes”  his  business;  and  this 
activity  may  in  some  sense  be  considered  a  separate  factor  of  produc¬ 
tion  ;  but  the  resemblance  between  this  and  the  wide  ranging  discus¬ 
sion  of  Book  IV  is  not  close,  to  say  the  least.  The  conclusion  must 
be  that  this  is  another  example  of  Marshall’s  trying  to  force  a  separate 
consideration  into  a  mold  not  its  own. 

C.  “ Substitution ” 

In  the  static  “normal”  theory  the  principle  of  substitution 
requires  the  assumption  of  a  given  “technological  horizon,”  as 
Schumpeter  would  say.  Substitution  must  be  between  existing  known 
factors  of  production,  on  one  side;  and  existing,  known  items  of  con¬ 
sumption,  on  the  other.  Inventions  leading  to  new  factors,  and  new 
products,  are  incompatible  with  stationary  equilibrium  in  the  margin- 
alist  sense. 

Despite  this,  substitution  in  Marshall  is  conceived  as  a  dynamic 
process  involving  new  techniques  and  new  products.  It  is  true  that 
in  defining  the  term  in  Book  V  he  adds  the  essential  qualification  “as 
far  as  the  knowledge  and  the  business  enterprise  of  the  producers' 
reach,”2  but  this  is  not  the  impression  we  get  from  the  rest  of  the 
book.  Thus  he  speaks  of  the  function  “which  Roscher  calls  a  char¬ 
acteristic  task  of  the  modern  manufacturer,  that  of  creating  new 
wants  by  showing  people  something  they  never  thought  of  having 
before”;3  and  of  the  evolution  of  new  methods  and  the  use  of  new 
machinery.  Indeed,  his  substitution  principle  is  surely  closer  to  the 

1.  Ibid.,  p.  649. 

2.  Ibid.,  pp.  234,  284. 

3.  Ibid.,  pp.  234,  284. 
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Darwinian  struggle  for  survival  and  linear  evolution,  than  to  static 
mechanics.  Yet  in  the  presentation  in  the  Principles  the  former  kind 
is,  with  superficial  ease,  included  in  the  latter. 

D.  “ Character ”  and  “ Activities ” 

Schumpeter  said  once,  in  reference  to  Marshall,  “I  confess  that 
few  things  are  so  irritating  to  me  as  the  preaching  of  mid-Victorian 
morality,  seasoned  by  Benthamism  —  the  preaching  from  a  schema 
of  middle-class  values  that  knows  no  glamour  and  no  passion.  4  And, 
of  course,  many  others  today  are  irritated  (as  in  Marshall  s  own  time 
most  people  were  pleased)  by  the  constant  references  to  the  average 
level  of  human  nature”;  to  the  virtues  of  steadfastness,  enterprise, 
nobility  of  purpose,  and  so  on.  Yet,  as  Talcott  Parsons  has  shown, 
this  element  in  Marshall’s  thought  is  a  systematic  one,  and  of  great 
importance.5  The  quality  of  character  which  Marshall  admires  so 
strongly  is  the  essential  force  which  raises  man  over  the  animals,  and 
civilized  man  over  the  “more  ignorant  and  phlegmatic  of  races.”6 
Those  whose  “mental  horizon  is  wider,  and  who  have  more  firmness 
and  elasticity  of  character,”7  prize  work  for  its  own  sake.  Indeed, 
“Work,  in  its  best  sense,  the  healthy  energetic  exercise  of  faculties,  is 
the  aim  of  life,  is  life  itself.”8  Social  evolution  seems  to  occur  some¬ 
thing  like  this:  higher  income  stimulates  new  and  “higher”  wants; 
this  in  turn  improves  character;  the  higher  average  level  of  character 
brings  forth  labor  more  efficient  and  of  higher  quality;  moreover  the 
quality  of  more  and  more  vividly  “realizing  the  future”  —  projecting 
more  wants  into  the  future  —  increases.  This  means  a  greater  supply 
of  saving,  increased  division  of  labor  and  use  of  machinery;  which 
in  turn  leads  to  a  higher  level  of  income  and  activities;  character 
further  improved,  and  so  on. 

This  emphasis  on  work,  or  more  generally,  “activities,”  is,  as 
Parson  points  out,  scarcely  compatible  with  the  utilitarian  presupposi¬ 
tions  of  neoclassical  value  theory.  “What  is  the  aim  of  life,  what  is 
life  itself,  cannot  well  be  interpreted  as  a  cost  which  must  be  incurred 
in  the  attainment  of  ends  outside  life  itself.”9 

Here  then,  we  have  another  element  in  Marshall’s  thought  which 
does  not  fit  easily  into  his  central  thesis.  Indeed,  it  not  only  does 

4.  Schumpeter:  Ten  Great  Economists,  p.  104. 

5.  Talcott  Parsons:  The  Structure  of  Social  Action,  chap.  4. 

6.  Principles,  p.  439. 

7.  Memorials,  p.  115. 

8.  Parsons,  op.  cit.,  p.  148. 

9.  Ibid.,  p.  148. 
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not  fit  easily,  but  in  some  ways  appears  to  be  a  more  general  principle 
than  the  one  which  is  supposed  to  embrace  it.  For  example,  Marshall 
is  careful  to  point  out  that  his  discussion  of  consumption  is  “an  ele¬ 
mentary  analysis  of  an  almost  purely  formal  kind”;1  and  it  is  evident 
that  anything  beyond  this  is  based  directly  on  the  relation  of  wants 
to  activities.  Moreover,  in  Marshall,  this  position  is  more  than  a 
simple  case  of  “philosophical”  preconception;  it  is  a  generalization 
which  could  be  tested  and,  as  Parsons  has  shown,  enters  even  into 
his  detailed  explanation  of  the  responsiveness  of  the  supplies  of  labor 
and  savings  to  changes  in  the  reward  for  them.2 

IV.  Conclusion 

Keynes  accused  the  “Classical  Economists”  of  making  a  false 
division  between  the  theory  of  value  and  distribution  on  the  one 
hand,  and  the  theory  of  money  on  the  other.  “We  have  all  of  us 
become  used  to  finding  ourselves  sometimes  on  the  one  side  of  the 
moon  and  sometimes  on  the  other,  without  knowing  what  route  or 
journey  connected  them,  related,  apparently,  after  the  fashion  of  our 
waking  and  dreaming  lives.”3 

It  is  obvious  that  the  very  opposite  is  true  of  one  classical  econo¬ 
mist  at  least,  Alfred  Marshall.  We  have  seen  that  he  approached 
monetary  problems  with  three  tools  which  were  all  closely  integrated 
with  each  other,  and  with  his  central  concept  of  “normal  equilib¬ 
rium.”  These  were  the  concepts  of  the  demand  and  supply  of  loan¬ 
able  funds,  the  concept  of  the  demand  and  supply  of  money,  and 
Say’s  Law  of  markets.  It  is  apparent  from  the  discussion  that  these 
tended  to  be  used  not  simply  as  tools,  but  as  though  they  were  a 
fairly  realistic  model  of  reality.  Moreover,  their  central  position  in 
Marshall’s  thought  led  to  a  number  of  promising  approaches  not 
being  followed  up. 

Secondly,  we  have  seen  how  a  number  of  other  concepts  — 
increasing  returns,  the  ideas  of  “substitution”  and  “organization,’ 
and  the  theory  of  activities  —  which  really  needed  separate  treat¬ 
ment,  were  instead  rather  out-of-place  portions  of  the  structure  which 
supported  Book  V  of  the  Principles. 

It  is  remarkable  that  many  of  the  least  comfortable  of  these 
ideas,  given  free  play,  would  tend  to  weaken  the  structure  as  a  whole. 
Yet  we  cannot  accuse  Marshall  of  making  Mill’s  mistake,  and  suppos¬ 
ing  that  his  words  were  the  last  to  be  said  on  the  subject;  he  spoke 

1.  Principles,  p.  72. 

2.  Parsons,  op.  cit.,  pp.  141-50. 

3.  Keynes,  General  Theory,  p.  292. 
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of  “the  far  greater  work”  for  which  his  own  generation  had  only  pre¬ 
pared  the  way.4  Nor  can  we  accuse  him,  least  of  all,  of  intellectual 
dishonesty.  What,  then,  is  the  explanation?  The  answer  is,  I  think, 
that  Marshall  was  one  of  those  great  economists  with  a  vision  of  the 
social  process,  which  is  in  the  end  incapable  of  proof,  as  it  is  of  dis¬ 
proof.  Marshall’s  vision  was  of  “the  deep  silent  strong  stream  of 
normal  distribution  and  exchange”;5  and  this  was  one  of  those  ideas, 
which,  in  his  own  words,  “can  never  die  but  are  an  existing  yeast 
ceaselessly  working  in  the  Cosmos.”6  Marshall  thought  it  important 
that  other  ideas  should  be  related  to  this  central  vision;  but  none  of 
them  could,  almost  by  definition,  displace  it.  They  had  to  be  sub¬ 
servient  to  it.  The  force  of  gravity  would  prevail  in  the  end.  The 
question  then  arises:  how  many  exceptions  can  be  made?  How  far 
must  the  fundamental  force  work  below  the  surface  of  things  before 
we  can  ignore  it?  How  we  answer  this  question  largely  depends  on 
the  particular  circumstances  of  the  time,  or  the  recent  past.7 

The  Australian  National  University 

4.  Memorials,  “The  Old  Generation  of  Economists  and  the  New,”  p.  310 

5.  Rnnciples,  p.  522. 

6.  Memorials,  p.  374. 
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CULBERTSON  ON  INTEREST  STRUCTURE:  COMMENT 


By  L.  S.  Wehrle 

Although  current  theory  of  the  maturity  structure  of  interest 
rates  is  in  no  sense  complete  or  integrated,  it  is  a  far  more  accept¬ 
able  body  of  doctrine  than  is  indicated  in  John  Culbertson’s  recent 
article.1  It  is  true  that  since  the  theory  exists  only  among  the  pages 
of  scattered  journal  articles  it  is  extremely  difficult  for  one  to  form  a 
correct  perspective  of  its  current  status.  Culbertson’s  article,  while 
informative  and  interesting  in  its  description  of  institutional  demand 
for  securities,  does  little  to  lessen  this  difficulty  since  it  presents  a 
description  of  the  current  theory  that  is  both  incomplete  and,  in 
places,  incorrect. 

This  note  will  set  forth  an  interpretation  of  existing  theory  and 
will  discuss  Culbertson’s  theoretical  treatment  of  expectations.2  Both 
because  of  its  development  and  for  expositional  convenience,  the 
theory  will  be  discussed  under  two  headings :  expectations  and  uncer¬ 
tainty.  The  discussion  of  expectations  refers  to  the  influence  on 
present  interest  rates  of  expected  future  rates  while  the  discussion  of 
uncertainty  refers  to  the  influence  on  present  rates  of  uncertainty 
of  future  rates.  The  term  expectations  refers  to  a  measure  of  central 
tendency  and  the  terms  uncertainty  and  risk  both  refer  to  measures 
of  dispersion  of  an  investor’s  subjective  probability  distribution  of 
anticipated  outcomes. 

Irving  Fisher’s  statement  concerning  expectations3  —  the  pres¬ 
ent  long  rate  is  an  average  of  expected  short  rates  discounted  over 
the  life  of  the  longest  security  —  assumes  unanimous  and  “certain” 
expectations  of  future  interest  rates.  The  current  version  relating 
to  expectations,  developed  by  John  Hicks,4  Nicholas  Kaldor,6  Michal 

1.  “The  Term  Structure  of  Interest  Rates,”  this  Journal ,  LXXI  (Nov. 
1 957) . 

2.  This  note  is  necessarily  a  very  brief  sketch  of  current  theory.  No  attempt 
is  made  to  document  the  interpretation  given.  The  author  is  indebted  to  Pro¬ 
fessor  James  Tobin  for  discussion  of  this  note  as  well  as  for  extensive  guidance 
in  the  study  of  this  subject.  Thanks  are  also  due  to  Richard  Porter  for  helpful 
discussion. 

3.  “Appreciation  and  Interest,”  Publications  of  the  American  Economic 
Association,  Vol.  11  (August,  1896);  especially  pp.  23-29  and  88-92. 

4.  Value  and  Capital,  especially  pp.  163-66. 

5.  “Speculation  and  Economic  Stability,”  Review  of  Economic  Studies,  VII 
(Oct.  1939). 
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Kalecki,6  and  Friedrich  Lutz,7  differs  from  the  Fisher  version  prima¬ 
rily  in  its  introduction  of  differences  among  investors  concerning: 
(1)  expectation  of  future  interest  rates,  (2)  holding  or  planning 
periods  used,  and  (3)  the  amount  of  investable  funds  held.  These 
differences  are  illustrated  in  Lutz’s  description  of  the  investment 
decision. 

He  will  discount  the  price  at  which  he  expects  to  sell  the  bond  at  the  date  when 
he  wants  to  disinvest  (this  price  is  dependent  on  what  he  anticipates  the  long 
rate  will  be  at  that  date)  and  all  the  interest  payments  up  to  that  time;  using 
as  the  discount  factor  for  each  year  the  short  rate  which  he  expects  to  prevail 
in  that  year.8 

Because  of  these  differences  among  investors,  there  is  no  simple  sense 
in  which  it  can  be  said  that  the  rate  structure  indicates  the  under¬ 
lying  investor  expectations. 

A  further  characteristic  of  investors,  the  degree  to  which  they 
are  uncertain  about  future  rates  constitutes  the  basis  of  the  theory 
of  a  number  of  writers.  Although  these  writers  all  view  the  investor 
as  uncertain  about  future  interest  rates,  they  differ  in  their  view  of 
the  investor’s  degree  of  certainty  regarding  his  future  liquidity  needs. 

One  group,  including  R.  F.  Kahn,9  Mrs.  Joan  Robinson,1  and 
Friedrich  Lutz,2  assumes  the  investor  to  be  certain  of  the  time  path 
of  his  future  liquidity  needs  and  to  minimize  the  risk  of  capital  loss. 
The  possibility  of  future  changes  in  interest  rates  gives  rise  to  risks 
of  loss  of  capital  value  to  any  investor  who  must  sell  a  security  before 
it  matures.  Among  securities  of  different  maturities,  each  will  have 
a  different  future  date  when  capital- value  risk  is  reduced  to  zero  — 
its  date  of  redemption.  Thus  a  person  who  knows  his  future  liquidity 
needs  can  minimize  —  indeed,  in  principle,  eliminate  —  capital-value 
risk  by  purchasing  maturities  that  match  the  time  path  of  his  future 
liquidity  needs.  The  essence  of  the  theory  is  that  investors  desire 
to  minimize  risk  by  purchasing  appropriate  maturities,  even  at  the 
sacrifice  of  possible  expected  return.  The  resulting  rate  structure  is 
determined  by  the  relative  supplies  and  demands  for  maturities  and 
may  be  of  any  configuration. 

A  corollary  of  this  view  is  that  the  capital-value  risk  of  a  secu¬ 
rity  exists  only  relative  to  the  particular  investor  considering  the 
security.  The  risk  is  not  embodied  in  the  security  itself. 

6.  Theory  of  Economic  Dynamics  (London,  1954). 

7.  “The  Structure  of  Interest  Rates,”  this  Journal ,  LV  (Nov.  1940). 

8.  Ibid,  p.  49. 

9.  “Liquidity  Preference,”  Manchester  School;  April  1954. 

1.  The  Rate  of  Interest  (London,  1951),  first  essay. 

2.  Op.  cit. 
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In  fact,  the  investor  is  not  so  limited  in  his  choice  of  maturities 
as  the  above  view  implies.  First,  the  investor  may  still  maintain  a 
risk  free  portfolio  by  purchasing  maturities  less  than  as  well  as  equal 
to  the  time-availability  of  his  funds,  since  securities  that  mature 
before  the  funds  are  needed  may  be  reinvested  or  held  as  cash  without 
risk  of  capital  loss  until  needed.  This  broadens  the  range  of  matu¬ 
rities  available  to  this  investor  though  it  introduces  uncertainty  con¬ 
cerning  the  interest  return  that  will  be  realized  over  the  period. 
Second,  the  investor  may  choose  not  to  minimize  capital-value  risk 
if  expected  return  on  alternative  maturities  is  sufficiently  attractive. 

It  is  possible  in  the  case  just  discussed  for  investors  to  choose 
portfolios  free  of  capital- value  risk;  this  is  not  possible  if  the  future 
liquidity  needs  of  the  investor  are  assumed  uncertain.  The  implica¬ 
tions  of  this  assumption,  developed  by  John  Hicks,3  Harry  Marko¬ 
witz,4  and  James  Tobin,5  are  that  the  investor  is  not  interested  in 
purchasing  a  particular  pattern  of  maturities  since  he  is  unable  to 
predict  his  future  liquidity  needs.  Although  he  is  unconcerned  with 
maturity  in  this  sense,  he  is  not  necessarily  indifferent  to  the  greater 
capital-value  risk  associated  with  long  maturities.  If  the  investor  is 
assumed  to  "dislike”  risk  —  to  have  a  declining  marginal  utility  of 
wealth  function  —  he  will  hold  long  securities  only  if  the  interest 
differential  is  sufficient  to  compensate  for  the  additional  risk  incurred. 
This  will  cause  the  rate  structure  to  be  an  increasing  function  of 
maturity  if  expectations  are  not  considered. 

The  theory  can  be  summarized  by  noting  two  polar  types  of 
investors.  First,  there  are  those  investors,  class  (1),  who  know  their 
future  liquidity  needs  and  minimize  the  associated  capital-value  risk 
by  purchasing  appropriate  maturities.  As  previously  stated,  appro¬ 
priate  refers  to  maturities  less  than  as  well  as  equal  to  the  time-dis¬ 
tance  of  future  liquidity  needs.  Second,  there  are  investors,  class 
(2),  who  are  uncertain  of  their  future  liquidity  needs  and  thus  choose 
their  portfolio  by  consideration  of  risk  and  return.  Their  sensitivity 
to  future  rate  expectations  depends  on  the  degree  to  which  they  are 
willing  to  incur  risk  in  order  to  increase  expected  return.  Indeed, 
both  may  choose  their  portfolios  on  the  basis  of  risk  and  return;  the 
difference  between  them  is  that  one  can  choose  a  riskless  portfolio 
while  the  other  cannot.  For  emphasizing  the  importance  of  future 
liquidity  needs  in  relation  to  interest  structure  we  are  indebted  to 

3  Op  cit. 

4,  “Portfolio  Selection,”  The  Journal  of  Finance,  Vol.  7  (Mar.  1952). 

5.  “Liquidity  Preference  as  Behavior  toward  Risk,”  Review  of  Economic 

Studies,  XXV  (Feb.  1958). 
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Culbertson  (pp.  492-93).  Previously  this  distinction  has  not  been 
carefully  recognized  in  much  of  the  literature. 

The  following  section  will  be  concerned  with  two  aspects  of 
Culbertson’s  analysis:  his  critique  of  what  he  terms  the  expecta- 
tional  theory  and  the  theoretical  basis  for  his  “nonspeculative” 
method  of  portfolio  selection. 

First,  his  presentation  of  the  expectational  theory  is  unneces¬ 
sarily  narrow.  It  is  not  true  that  this  theory  is  “based  upon  the 
theoretical  consideration  of  the  implications  of  confidently  held 
expectations”  (p.  487),  that  it  depends  upon  a  “planning  period 
[equal]  .  .  .  to  the  longest  investment  asset  being  considered”  (p.497), 
or  that  it  assumes  “the  expectations  of  individual  speculators  are 
.  .  .  ordinarily  unanimous  or  self-consistent”  (p.  496).  Furthermore, 
his  conclusions  that  “‘market  expectations’  can  [not]  logically  be 
inferred  from  the  actual  structure  of  interest  rates”  (p.  490)  and 
“that  speculation  in  debt  markets  will  be  primarily  based  upon 
short  planning  periods”  (p.  497)  have  been  clearly  stated  by  Kahn, 
Kaldor,  and  Lutz. 

Second,  in  relation  to  the  relevance  of  expectations,  Culbertson 
suggests  that  the  majority  of  investors  follow  a  “nonspeculative” 
method  of  portfolio  choice  which  is  defined  as  choice  not  based  upon 
expectations  of  future  rates.  But  to  the  contrary,  expectations  are 
not  so  easily  banished  from  an  investor’s  decision  process,  at  least 
not  if  the  term  expectations  is  correctly  interpreted. 

Before  proceeding  to  show  why  this  is  true,  it  is  important  to 
understand  what  is  meant  by  the  term  liquidity.  Culbertson  defines 
it  as  the  “ability  to  be  turned  into  cash  on  short  notice  on  definite 
and  favorable  terms”  (p.  491).  The  first  element  refers  to  market¬ 
ability  and  the  second  to  capital-value  risk.  Primarily,  he  refers  to 
capital- value  risk;  “debt  of  shorter  maturity  is  the  more  liquid” 
(p.  491).  Thus  his  use  of  liquidity  is  equivalent  to  capital-certainty 
which,  in  turn,  is  the  obverse  of  capital-value  risk.  It  seems  prefer¬ 
able  to  use  the  distinct  terms. 

There  are  two  methods  of  obtaining  capital-certainty  accord¬ 
ing  to  Culbertson:  the  class  (1)  investor,  as  described  in  the  preced¬ 
ing  discussion  of  uncertainty,  can  hold  specific  maturities  while  the 
class  (2)  investor  can  hold  short  maturities  (pp.  492-93).  Each  of 
these  suggestions  will  be  considered. 

Concerning  the  class  (1)  investor  three  points  should  be  noted 
about  his  nonspeculative”  portfolio  —  “select  a  portfolio  maturity 
structure  suited  to  the  liquidity  needs  of  the  investor  ...  [by]  making 
choices  on  some  basis  that  is  independent  of  any  particular  expecta¬ 
tions  regarding  the  future  course  of  .  .  .  interest  rates”  (p.  499). 
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First,  there  is  no  particular  reason  to  assume  this  investor  to  desire 
perfect  capital-certainty  if  he  could  obtain  a  higher  return  by  taking 
some  risk;  the  degree  to  which  he  chooses  capital-certainty  depends 
both  on  his  preferences  for  risk  and  return  and  on  the  risk  and  return 
differentials  available.  Second,  even  if  the  investor  desires  complete 
capital-certainty,  he  will  still  be  free  to  choose  among  a  range  of 
maturities  which  are  equal  to  or  less  than  the  time-availability  of 
his  funds.  Within  this  range,  expectations  of  rate  movements  could 
govern  asset  choice  in  the  manner  described  by  the  expectational 
theory.  Third,  the  assertion  that  capital-certainty  demand  results 
in  a  positive  correlation  between  yield  and  maturity  ("most  inves¬ 
tors  must  be  sensitive  to  liquidity  considerations,”  p.  492)  gives 
insufficient  recognition  to  an  opposite  incentive  that  causes  an  aver¬ 
sion  to  short-term  assets.  This  is  the  desire  for  obtaining  the  cer¬ 
tainty  of  a  known  interest  return  over  a  long  period  of  time  which 
Mrs.  Robinson  calls  “income-certainty.”  An  investor  (e.g.,  a  pen¬ 
sion  fund  or  life  insurance  company)  who  contracts  today  to  make 
specific  future  deliveries  of  dollars  and  hence  is  interested  in  know¬ 
ing  today  what  interest  income  will  be  earned  in  the  interim,  would 
be  primarily  interested  in  the  greater  income-certainty  provided  by 
long-term  securities.  In  relation  to  this  class  of  investor,  the  con¬ 
clusion  reached  is  that  Culbertson’s  “nonspeculative”  method  of 
portfolio  selection  will  apply  only  to  investors  who  desire  capital- 
certainty  and  income-certainty  concurrently.  If  only  capital-certainty 
is  desired,  then,  within  a  range  of  maturities  less  than  or  equal  to  the 
time-availability  of  the  funds,  assets  may  be  chosen  to  maximize  the 
expected  return  of  the  portfolio.  Likewise,  if  only  income-certainty 
is  desired,  then,  within  a  range  of  maturities  greater  than  or  equal  to 
the  time-availability  of  the  funds,  assets  may  be  chosen  to  maximize 
the  expected  return  of  the  portfolio.  Finally,  if  maximization  of 
expected  return  is  the  sole  criterion,  no  constraints  are  placed  on  the 
choice  of  maturities. 

While  the  “nonspeculative”  method  of  asset  choice  might 
describe,  at  least  in  part,  the  behavior  of  the  investor  with  known 
liquidity  needs,  for  the  class  (2)  investor  expectations  of  future  rates 
must  be  involved  in  the  decision  process.  Unless  the  investor  chooses 
only  capital-certain  assets  such  as  cash  and  Series  E  Bonds,  he  must 
choose  among  assets  of  differing  degrees  of  risk.  This  can  be  seen 
by  an  examination  of  four  elements  of  an  investment  decision. 

(a)  Estimates  of  return  —  the  expectations  of  the  investor  regarding  future 
interest  rates  on  different  securities. 

(b)  Estimates  of  risk  —  an  estimate  by  the  investor  of  capital-value  risk 
inherent  in  the  different  market  assets;  i.e.,  the  anticipated  degree  of  price  vari¬ 
ability  of  each  asset. 
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(c)  Preferences  —  assume  the  investor  to  choose  assets  on  the  basis  of  their 
capital-value  risk  (capital-certainty)  and  expected  return;  thus  there  is  a  risk/ 
return  preference. 

(d)  Market  prices  —  the  investor  is  presented  with  a  constellation  of  prices 
and  yields  in  the  market. 

The  investor  is  assumed  to  choose  that  combination  of  assets  which, 
given  the  objective  market  prices  (d)  and  his  subjective  risk  and 
return  estimates  (a  and  b),  will  optimize  his  position  in  relation  to 
his  preferences  (c).6 

In  relation  to  the  class  (2)  investor,  it  is  stated  that  most  invest¬ 
ors  choose  capital-certain  assets  whose  selection  is  “not  .  .  .  based 
upon  any  specific  expectations  regarding  the  future  debt  prices  or 
market  conditions,  but  rather  on  the  general  characteristics  [read 
short  maturity]  of  the  asset”  (p.  491).  However  if  the  view  pre¬ 
sented  above  is  accepted,  the  choice  of  short-term  assets  is  a  result 
of  expectations  as  well  as  a  means  of  avoiding  them.  For  if  the 
investor  chooses  between  return  and  capital-certainty,  the  choice 
necessarily  involves  an  estimate  of  the  return  and  capital-value  risk 
on  available  assets;  this,  in  turn,  necessarily  involves  an  estimate  of 
future  interest  rate  movements.  It  is  important  to  distinguish 
between  an  investor’s  estimates  of  risk  and  his  preferences  for  risk. 

The  implications  of  this  use  of  expectations  may  be  seen  more 
clearly  by  examining  Culbertson’s  hypothesis  that  “the  wide  differ¬ 
ential  between  short-term  and  long-term  rates  [in  the  thirties]  can 
be  interpreted  as  consisting  mainly  of  an  unusual  liquidity  premium 
associated  with  the  .  .  .  [increased]  demands  for  liquidity  in  invest¬ 
ment  assets”  (p.  513)  and  the  .  .  .  “drop  in  the  supply  of  short-term 
debt”  (p.  510).  This  is  a  possible,  but  not  a  necessary  explanation. 
Alternatively,  investors  during  this  period,  due  to  the  state  of  flux 
and  uncertainty,  may  have  increased  their  estimates  of  the  “risk 
content”  of  all  maturities.  The  possibility  of  large  fluctuations  of 
interest  rates  and  consequently  large  fluctuations  in  the  price  of  long¬ 
term  debt  was  regarded  as  more  likely  than  it  had  been  previously. 
Even  with  unchanged  preferences  an  investor  would  retreat  from 
long  maturities.  Thus  the  price  of  capital-certainty  (the  difference 
between  the  short  and  long  rates)  is  increased  until  the  risk/return 
relation  is  again  reduced  to  desired  levels.  According  to  this  hypoth¬ 
esis,  changes  in  rate  differentials  may  be  explained  by  changes  in 
future  outlook  without  postulating  shifts  in  the  investor’s  preferences. 

Yale  University 

6.  Cf.  James  Tobin,  op.  cit.,  for  a  formal  discussion  of  this  method  of  view¬ 
ing  the  investment  decision. 
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REPLY 

By  J.  M.  Culbertson 

My  article  did  not  give  a  general  description  or  critical  review  of 
the  recent  literature  on  the  interest  rate  structure.  Its  objective  was 
to  pull  together  a  realistic  theory  and  to  apply  it  to  explanation  of 
actual  interest  rate  behavior.  The  literature  dealing  with  the  theory 
of  the  rate  structure,  and  with  points  that  are  involved  in  the  theory 
of  the  rate  structure,  is  large,  capable,  inconsistent,  and  in  some  cases 
self-contradictory.  To  review  it  carefully  and  attempt  to  give  an 
integrated  interpretation  of  the  terminological,  methodological,  and 
behavioral  questions  involved  would  require  considerable  space,  and 
would  presuppose  some  understood  framework  upon  which  the  criti¬ 
cism  could  be  based.  A  cursory  treatment  such  as  Wehrle’s  that  does 
not  disclose  the  differences  in  the  literature  and  the  issues  seems  to  me 
misleading  rather  than  helpful. 

The  adequacy  of  the  existing  literature  is  necessarily  a  matter  of 
interpretation  and  point  of  view.  It  seems  to  me  that  the  continued 
prevalence  of  the  objectionable  expectational  theory1  (side  by  side  in 
some  cases  with  other  doctrines  not  recognized  as  inconsistent  with  it) 
and  of  interpretations  of  past  economic  events  and  of  policy  conclu¬ 
sions  based  upon  it,  as  well  as  the  internal  problems  in  the  existing 
literature,  argue  that  there  is  a  need  for  new  work.2 

Wehrle’s  charge  that  my  “description  of  the  current  theory  .  .  . 

1.  I  defined  “the  expectational  theory”  specifically  as  “the  theory  [that] 
argues  that  the  interest  rate  on  a  long-term  debt  tends  to  equal  the  average  of 
short-term  rates  expected  over  the  duration  of  the  long-term  debt”  (p.  487).  I 
indicated  that  this  is  not  the  only  interpretation  of  the  influence  of  expectations 
on  the  rate  structure  and  pointed  out  the  most  important  alternative  interpreta¬ 
tion  (p.  487,  footnote  5).  I  took  exception  to  the  expectational  theory  and  gave 
an  analysis  of  the  terms  of  reference  of  debt  speculation  that  is  inconsistent  with 
it,  but  I  did  not,  as  Wehrle  implies,  offer  any  derogatory  summary  of  all  recent 
theoretical  writings  in  this  area. 

2.  It  is  perhaps  significant  that  Wehrle’s  necessarily  brief  “interpretation 
of  existing  theory”  says  nothing  about  how  the  interest  rate  structure  might  be 
expected  to  behave,  consisting  entirely  of  description  of  a  way  in  which  the  invest¬ 
ment  decisions  of  certain  hypothetical  investors  might  be  described. 

More  broadly,  some  of  the  literature  on  the  rate  structure  that  is  unobjec¬ 
tionable  on  theoretical  grounds  is  correspondingly  unhelpful  with  real  problems 
in  that  it  is  devoid  of  explanatory  content,  consisting  essentially  of  deductive 
exercises  as  to  what  would  happen  if  investors  behaved  in  certain  often  improbable 
ways.  For  theories  emphasizing  expectations,  the  process  of  giving  real  explana¬ 
tory  content  to  a  theory  is  that  of  deciding  the  nature  of  the  necessarily  incom¬ 
plete  and  imperfect  expectations  actually  used  in  decision-making  and  the  manner 
in  which  they  are  used,  of  asserting  the  predominance  of  certain  patterns  of 
expectationally  governed  behavior  from  among  the  innumerable  conceivable  ones. 
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is  ...  in  places,  incorrect”  (p.  601)  is  anomalous  in  that  most  of  the 
“description”  to  which  he  apparently  has  reference  is  not  supplied  by 
me  but  represents  his  misuse  of  quotations.  To  compound  the  con¬ 
fusion,  the  “description”  that  he  condemns  is  not,  in  fact,  without  its 
applicability  to  current  doctrines.  What  seems  to  be  in  question  is 
the  interpretation  of  the  expectational  theory.  Let  me  make  several 
points  regarding  it: 

(1)  While  I  said  that  the  expectational  theory  (as  I  defined  it)  is 
“the  doctrine  on  the  term  structure  of  rates  most  influential  recently 
among  English  and  American  theorists”  (p.  487),  I  surely  did  not 
imply  that  it  is  universally  held  or  that  no  one  has  objected  to  it. 

(2)  Of  the  three  quotations  that  Wehrle  offers  to  support  his 
charge  that  my  “presentation  of  the  expectational  theory  is  unneces¬ 
sarily  narrow”  (p.  604),  the  first  is  slightly  inaccurate3  and  the  other- 
two  are  passages  lifted  from  a  general  discussion  of  the  influence  of 
speculative  behavior  on  the  term  structure.  It  is  misleading  to 
characterize  the  latter  two  as  a  “presentation  of  the  expectational 
theory.” 

(3)  My  discussion  of  the  role  of  speculation  does,  I  believe,  pro¬ 
vide  tools  for  critical  consideration  of  alternative  viewpoints  and 
applies  to  the  expectational  theory.  Its  applicability  in  this  connec¬ 
tion  does  not  seem  to  be  understood  by  Wehrle.  For  example,  when 
the  distinction  between  maturity  yields  and  “holding-period  yields” 

3.  I  said  that  the  expectational  theory  “was  based  upon  the  theoretical 
consideration  of  the  implications  of  confidently  held  expectations  .  .  .  ”  (p.  487). 
Wehrle  supplies  an  “is”  in  place  of  the  initial  “was,”  which  pushes  the  meaning 
in  the  direction  of  a  characterization  of  the  justification  rather  than  the  derivation 
of  the  doctrine. 

That  the  theory  derives  from  consideration  of  the  implications  of  abstractly 
perfect  expectations  is  a  simple  matter  of  record.  It  surely  was  not  developed 
from  any  empirical  study  of  the  performance  of  interest  rates  or  the  characteristic 
behavior  of  investors.  Irving  Fisher’s  statement  of  his  conception  of  the  long¬ 
term  rate  as  an  average  of  the  hypothetical  short-term  rates  applicable  to  the 
various  segments  of  the  longer  period  in  The  Theory  of  Interest  (pp.  313-14)  was 
within  a  framework  of  assumed  perfect  foresight.  He  also  said:  “It  is  impossible 
to  give  a  concrete  example  of  a  rate  of  interest  for  a  long-term  loan  as  an  average 
of  the  year  to  year  rates,  because,  as  already  noted,  the  year  to  year  rates  have 
only  a  hypothetical  existence”  (ibid.).  In  the  portion  of  the  same  work  dealing 
with  the  actual  behavior  of  the  rate  structure,  the  author  made  no  use  of  this 
relationship  (chap.  IX).  Hicks’s  characterization  in  Value  and  Capital  of  the 
long-term  rate  as  a  series  of  “forward  short  rates”  (pp.  144-47)  belongs  to  a 
section  based  upon  very  restrictive  assumptions  (see  pp.  124-27)  and  the  author 
claims  little  for  their  realism  (see  pp.  126,  140).  Lutz  works  out  his  theory  on  the 
assumption  that  “everybody  concerned  knows  what  future  short-term  rates  will 
be  ...  ”  before  going  on  to  apply  it  to  analysis  of  actual  rates  (this  Journal,  LV 
(Nov.  1940),  36-37).  What  is  distinctive  about  the  Lutz  article  is  that  it  does 
go  on  and  applies  to  explanation  of  the  actual  rate  structure  what  had  been 
treated  as  an  interesting  hypothetical  relationship  among  interest  rates. 
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is  clearly  drawn,  it  becomes  evident  that  the  expectational  theory 
does  necessarily  imply  a  planning  period  equal  to  the  term  to  maturity 
of  the  longest  debt  being  considered  (although  this  is  not  consistently 
recognized  by  Lutz).  If  the  comparison  of  prospective  debt  returns 
includes  the  yield  to  maturity  on  a  long-term  debt  (in  comparison 
with  an  average  of  short-term  rates),  then  the  period  involved  must 
be  the  period  to  maturity  on  the  long-term  debt,  because  the  long¬ 
term  “yield”  measures  the  rate  of  return  over  only  this  time  span. 
The  rate  of  return  over  any  shorter  period  would  be  some  “holding- 
period  yield”  dependent  upon  the  price  of  the  long-term  debt  at  the 
end  of  the  period.4  If  the  planning  period  were  a  short  one,  this  hold¬ 
ing-period  yield  on  the  long-term  debt  would  bear  no  necessary  rela¬ 
tionship  to  the  initial  maturity  yield  of  the  long-term  debt  but  would 
depend  mainly  on  the  change  during  the  period  in  bond  prices  and 
long-term  interest  rates  (see  my  charts,  p.  506). 

Therefore  the  passage  from  Lutz  quoted  by  Wehrle  on  page  602 
and  his  statement  that  Lutz,  among  others,  “clearly  stated”  that 
speculation  in  debt  markets  will  be  primarily  based  upon  short  plan¬ 
ning  periods  (p.  604)  are  both  inconsistent  with,  the  expectational 
theory.5  These  observations  thus  cannot  be  used  to  support  the 
adequacy  of  current  doctrines  including  the  expectational  theory.6 

Wehrle’s  major  objection  to  the  substance  of  my  article  has  to  do 

4.  It  seems  quite  clear  in  the  Fisher-Hicks  conception  of  the  long-term  rate 
as  an  average  of  present  and  “forward”  short-term  rates  that  it  is  the  duration  of 
the  long-term  debt  that  determines  the  time  span  of  the  comparison,  and  this  is 
recognized  by  Lutz  in  the  passage  quoted  on  p.  602.  The  necessity  of  using  what 
I  called  “holding-period  yields”  when  the  planning  period  is  shorter  than  the 
duration  of  the  long-term  debt  is  indicated  by  Lutz  in  the  passage  quoted  by 
Wehrle  in  another  connection  (p.  602),  but  the  idea  is  not  incorporated  into  the 
substance  of  his  theory. 

5.  The  former  in  that  it  implies  the  necessity  for  a  concept  of  holding-period 
yields  while  no  such  concept  is  used  in  the  expectational  theory.  The  relevance 
of  the  latter,  of  course,  is  that  if  the  planning  period  is  equal  to  the  term  to 
maturity  of  the  long-term  debt  it  is  not  short. 

6.  When  Wehrle  points  out  (p.  604)  that  the  idea  that  market  expectations 
cannot  logically  be  inferred  from  the  actual  structure  of  rates  is  not  a  new  one, 
he  is,  of  course,  right.  But  if  he  is  suggesting,  as  might  be  inferred,  that  this  idea 
is  generally  accepted  or  that  it  is  a  part  of  the  expectational  theory  (as  might  be 
deduced  from  the  fact  that  he  associates  it  with  Lutz),  then  he  is  wrong.  Lutz 
says:  “Although  the  fact  that  different  people  in  the  market  hold  different 
opinions  about  the  course  of  the  rates  that  may  be  expected  to  prevail  in  the  future 
means  that  there  is  no  precise  sense  in  which  we  can  call  the  long  rate  an  average 
of  the  expected  future  short  rates,  it  remains  nevertheless  true  that  the  long  rate 
(or  bond  yield)  is,  in  the  complicated  way  described  in  Section  IV,  the  outcome 
of  the  whole  pattern  of  expectations  of  the  members  of  the  market  as  to  the  future 
short  rates  during  the  time  the  bond  has  to  run  (pp.  55—56).  In  attempting  to 
“verify”  the  theory,  Lutz  essentially  deduces  from  the  rate  structure  existing  at 
selected  points  in  time  what  the  “expectations  of  the  market”  should  have  been 
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with  my  argument  that  debt  investment  can  be  in  a  meaningful  sense 
nonspeculative.  He  asserts  that  for  investors  “  .  .  .  who  are  uncer¬ 
tain  of  their  future  liquidity  needs”  .  .  .  “expectations  of  future  rates 
must  be  involved  in  the  decision  process.”7  He  believes  that  he  estab¬ 
lishes  this  by  the  use  of  a  particular  analysis  of  the  investment  deci¬ 
sion,  It  seems  to  me  that  what  he  offers  is  only  another  way  of 
chopping  up  an  idealized  investment  decision,  which  can  prove  noth¬ 
ing  as  to  the  way  in  which  actual  investment  decisions  are  made. 
However,  his  characterization  of  the  investment  decision  actually 
seems  to  point  to  the  need  of  a  concept  of  a  nonspeculative  investor. 
As  it  stands,  it  involves  an  inconsistency. 

The  investment  decision,  according  to  Wehrle,8  can  be  broken 
into  four  elements:  “a.  Estimates  of  return  —  the  expectations  of  the 

on  the  basis  of  his  theory,  and  argues  that  these  deduced  expectations  are  con¬ 
sistent  with  the  surrounding  circumstances  (pp.  55-59).  The  deduced  expecta¬ 
tions  are  complete  enough  to  include  the  approximate  time  pattern  of  expected 
future  changes  in  short-term  rates  (p.  57). 

For  an  illustration  of  a  conflicting  approach  to  deducing  interest  rate 
expectations  from  the  rate  structure,  one  based  on  assumed  speculative  operations 
depending  upon  near-term  expectations  regarding  long-term  rates,  see  Roland 
I.  Robinson,  The  Management  of  Bank  Funds,  pp.  219-30. 

7.  Pp.  603,  605.  By  investors  who  “are  uncertain  of  their  future  liquidity 
needs”  I  assume  that  he  means  those  who  are  uncertain  as  to  the  time  at  which 
they  will  be  forced  to  or  desire  to  liquidate  their  investment,  that  is,  as  to  their 
future  cash  needs.  In  the  usual  terminology,  probabilities  regarding  future  cash 
needs  would  determine  a  definite  estimated  liquidity  need. 

Wehrle  is  incorrect  in  attributing  to  me  the  view  that  the  investor  who  does 
not  know  the  timing  of  his  cash  needs  will  necessarily  hold  short-term  securities 
(pp.  604,  606.  That  will  depend  upon  the  time  pattern  of  probabilities  of  cash 
need.  “For  some  .  .  .  the  proportion  of  investment  assets  that  needs  to  be  in 
liquid  form  is  very  small”  (p.  492). 

Wehrle’s  discussion  of  nonspeculative  behavior  in  the  case  of  the  investor 
with  definite  future  cash  needs  (pp.  604-5)  seems  to  misrepresent  my  position  in  two 
respects.  I  did  not,  as  is  implied,  make  desire  for  liquidity  an  absolute  and  over¬ 
riding  consideration  in  all  cases,  for  example,  I  said,  “  .  .  .  most  investors  must  be 
sensitive  to  liquidity  considerations  when  considering  the  disposition  of  a  signifi¬ 
cant  portion  of  their  debt-invested  funds”  (p.  492).  And  I  did  not  take  the  posi¬ 
tion  that  all  investors  prefer  short-term  debt,  but  made  the  marginal  preference 
for  short-term  debt  in  our  economy  depend  upon  institutions  and  preferences 
(pp.  492-93).  Wehrle  also  argues  that  an  investor  who  knows  when  he  will  need 
his  cash,  even  if  he  “desires  complete  capital-certainty  .  .  .  will  still  be  free  to 
choose  among  a  range  of  maturities  which  are  equal  to  or  less  than  the  time- 
availability  of  his  funds.  Within  this  range,  expectations  of  rate  movements 
could  govern  asset  choice  in  the  manner  described  by  the  expectational  theory” 
(p.  605).  But  this  obviously  would  be  speculative  behavior  in  my  meaning  of  the 
term,  and  would  be  inconsistent  with  “income  certainty.”  Investors  who  insist 
on  1  capital  certainty”  but  are  indifferent  to  “income  certainty”  are  probably  rare. 

8.  Apparently  this  interpretation  of  the  investment  decision  is  based  upon 
the  cited  article  by  James  Tobin  in  the  Review  of  Economic  Studies.  This  issue 
of  the  Review  has  not  yet  made  its  way  to  Wisconsin  and  I  have  not  seen  this 
article. 
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investor  regarding  future  interest  rates  on  different  securities,  b.  Esti¬ 
mates  of  risk  —  an  estimate  by  the  investor  of  capital- value  risk 
inherent  in  different  market  assets;  i.e.,  the  anticipated  degree  of  price 
variability  of  each  asset,  c.  .  .  .  risk/return  preference,  d.  Market 
prices”  .  .  .  “the  choice  of  short-term  assets  is  a  result  of  expectations 
as  well  as  a  means  of  avoiding  them.  For  if  the  investor  chooses 
between  return  and  capital-certainty,  the  choice  necessarily  involves 
an  estimate  of  the  return  and  capital-value  risk  on  available  assets; 
this,  in  turn,  necessarily  involves  an  estimate  of  future  interest  rate 
movements”  (pp.  605-6). 

This  makes  it  appear  that  an  investor  would  say,  for  example: 
“I  am  buying  long-term  bonds  because  I  am  confident  that  the  price 
immediately  is  going  to  rise,  and  they  will  have  a  high  return,  but  I 
must  recognize  that  I  am  subject  to  capital- value  risk  because  prices 
of  bonds  are  variable.”  But  this  is  absurd.  This  investor  is  counting 
on  the  bond  price  fluctuating,  in  a  particular  way.  He  will  be  dis¬ 
appointed  if  it  does  not.  The  risk  of  the  investor  who  bases  his  pur¬ 
chase  upon  specific  expectations  obviously  is  the  risk  that  the  expecta¬ 
tions  will  prove  to  be  incorrect.  His  estimate  of  the  liquidity  of 
various  investment  assets  would  also  be  based  upon  his  specific  price 
expectations,  although  liquidity  probably  is  of  relatively  little  impor¬ 
tance  in  the  planning  of  active  speculators.  A  “liquid”  asset  to  the 
speculator  would  be  one  the  price  of  which  was  expected  surely  to  be 
continuously  stable  or  rising  during  the  planning  period;  if  it  were 
expected  that  the  price  of  the  asset  might  be  depressed  at  some  time 
during  the  planning  period,  it  would  be  a  less  “liquid”  asset.  What 
Wehrle  depicts  is  an  investor  who  is  half  fish  and  half  fowl.  He  is  a 
speculator  in  thinking  about  returns,  a  nonspeculator  in  thinking 
about  probable  interim  terms  of  liquidation.  Such  behavior  is  as 
improbable  as  it  is  irrational. 

To  make  sense  of  the  elements  that  Wehrle  has  mixed  together, 
it  is  necessary  to  distinguish  the  speculative  and  the  nonspeculative 
investor.  The  speculator  has  definite  expectations  and  plans  con¬ 
sistently  on  the  basis  of  them  as  indicated  above.  The  nonspeculator 
chooses  not  to  base  his  operations  upon  specific  interest  rate  expecta¬ 
tions,  and  he  consistently  avoids  doing  so.  He  selects  a  portfolio  of 
debt  that  on  the  basis  of  the  characteristic  past  behavior  of  debt  of 
various  maturities  represents  a  reasonable  choice  in  view  of  his  needs 
for  earnings  and  liquidity;  he  then  holds  to  this  maturity  structure 
irrespective  of  what  is  happening  to  interest  rates  or  interest  rate 
expectations.  He  plans  regarding  “capital  value  risk”  on  the  basis 
of  characteristic  past  fluctuations  in  prices  of  securities  of  different 
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maturity,9  but  he  also  plans  regarding  yield  on  the  basis  of  charac¬ 
teristic  past  yields  on  securities  of  different  maturity.1 

What  makes  disturbing  the  refusal  of  some  economists  to  recog¬ 
nize  the  possibility  of  nonspeculative  investment  behavior  is  not  only 
that  it  so  palpably  exists,  but  that  this  whole  matter  has  been  threshed 
out  at  such  length  in  practical  discussions  of  investment  strategy  and 
“defensive”  policies  have  been  worked  out  quite  explicitly  for  the 
purpose  of  avoiding  speculative  decision-making.  The  investor  who 
does  not  want  to,  or  is  not  permitted  to,  stand  or  fall  on  his  ability 
to  predict  changes  in  interest  rates  (or  stock  prices)  is  not  an  oddity. 
Included  are  most  financial  institutions  (though  some  of  these  will 
speculate  within  narrow  limits)  and  many  individual  investors. 

Defensive  investment  strategy  clearly  is  conceived  of  as  avoiding 
the  use  of  specific  expectations  of  the  investor  and  being  based  upon 
the  characteristic  past  performance  of  the  assets  involved.  Its  logic 
is  that  if  there  is  not  a  major  discontinuity  between  the  experience 
of  the  future  and  that  of  the  past,  investment  on  this  basis  will  pro¬ 
duce  average  results  that  will  be  reasonably  predictable,  much  more 
so  than  if  they  depended  upon  the  judgment  or  forecasting  ability  of 
the  particular  investor.  To  ignore  the  actual  basis  on  which  such 
defensive  investment  is  planned  and  read  into  it  choices  that  were 
not  made  on  the  basis  of  expectations  that  do  not  exist  represents  a 
barren  sort  of  cleverness. 

9.  This  illustrates  that  the  traditional  concept  of  the  liquidity  of  an  asset 
as  a  quality  estimated  on  the  basis  of  its  characteristic  past  performance  rather 
than  on  the  basis  of  specific  expectations  regarding  future  price  behavior  is  a  part 
of  nonspeculative,  or  defensive,  investment  planning. 

1.  With  regard  to  Wehrle’s  final  point,  that  adverse  liquidity  conditions 
during  the  1930’s  could  have  resulted  from  investors  increasing  “their  estimates 
of  the  ‘risk  content’  of  all  maturities”  because  of  changed  expectations  (p.  606), 

I  do  not  believe  that  it  makes  sense  if  interpreted  in  terms  of  a  change  in  detailed 
expectations,  for  the  reasons  given  above.  The  active  speculator  is  not  afraid  of 
fluctuations  and  is  little  concerned  with  “liquidity.” 

However,  the  response  of  the  nonspeculative  investor  to  the  disorderly  debt 
markets  of  1931  and  1933  undoubtedly  was  a  factor  contributing  to  liquidity 
deficiency  in  subsequent  years.  There  would  be  different  ways  of  putting  the 
matter,  depending  upon  how  one  defined  the  difficult  concept  of  “liquidity.”  1 
would  say  that  the  experience  with  disorderly  markets  induced  the  defensive 
investor,  operating  on  the  basis  of  past  experience,  to  lower  his  conception  of  the 
liquidity  of  debt  of  given  maturity  (including  short-term,  for  that  market  also 
deteriorated).  This  investor  would  then  shift  in  the  direction  of  shorter  maturities 
and  more  cash,  if  his  preferred  liquidity  position  and  his  estimated  future  cash 
needs  were  unchanged.  Essentially  the  same  point  can  be  made  in  a  commonplace 
way,  by  observing  that  investors  who  had  been  burned  in  the  disorderly  markets 
naturally  sought  a  stronger  defensive  position.  While  the  episodes  of  disorderly 
markets  contributed  to  continued  adverse  liquidity  conditions,  it  would  seem  a 
mistake  to  try  to  make  of  this  the  whole  story  of  the  unusually  strong  marginal 
demand  for  liquid  debt  during  the  1930’s. 
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We  must  admit  that  when  we  have  recognized  the  two  extreme 
types,  the  purely  speculative  or  aggressive  and  the  nonspeculative  or 
defensive  investor,  we  have  only  scratched  the  surface  of  the  problem 
of  the  role  of  expectations  in  investment  planning.  There  are,  of 
course,  many  intermediate  types  of  investors.  Related  to  this,  there 
are  many  different  orders  of  expectations,  from  definite  to  vague, 
detailed  to  general,  certain  to  tenuous.  Undoubtedly  there  is  some 
basic  substratum  of  expectations,  or  what  might  be  called  expecta¬ 
tions,  underlying  all  economic  decisions.  There  is,  at  least,  an  assump¬ 
tion  that  existing  institutions  will  or  will  not  continue  in  existence, 
and  that  future  economic  experience  will  be  similar  to  or  different 
from  that  of  the  past. 

But  these  more  basic  foundations  of  economic  decisions  are 
probably  better  characterized  as  planning  assumptions  than  as  expec¬ 
tations.  These  planning  assumptions  are  broad  in  character.  For 
all  but  the  most  untrammeled  and  free-thinking  investors,  they  rest 
largely  upon  the  conventional  interpretations  of  the  lessons  of  past 
experience  and  operate  through  the  various  rules  of  thumb  and  canons 
of  sound  practice  so  important  in  most  investment  decisions.  Plan¬ 
ning  assumptions  can  change,  with  far-reaching  effects,  because  of 
new  experience  or  new  ways  of  thinking.  An  example  is  the  shift  now 
taking  place  in  this  country  from  a  planning  assumption  of  long-run 
price  stability  to  one  of  unreversed  inflation. 

Exploration  of  the  nature  and  variety  of  the  planning  assump¬ 
tions  underlying  different  types  of  economic  decisions,  their  implica¬ 
tions,  and  the  shifts  that  have  taken  place  in  them  could  be  a  chal¬ 
lenging  task,  one  no  less  important,  surely,  than  analyzing  specula¬ 
tive  behavior.  In  dealing  with  the  general  problem,  as  in  considering 
its  application  to  the  interest  rate  structure,  we  must  take  the  trouble 
to  learn  about  actual  decision-making  processes  and  the  thinking 
that  underlies  them.  Armchair  deductions  of  “logical  implications” 
of  decisions  —  those  “implications”  that  produce  ingenious  and  tidy 
abstract  solutions  —  can  teach  us  little. 
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THE  EFFECT  OF  DEVALUATION 
ON  THE  PRICE  LEVEL:  COMMENT 

By  Jaroslav  Vanek 

In  his  article  in  the  May  1958  issue  of  this  J ournal  Egon  Sohmen 
demonstrates  that  under  certain  assumptions  and  conditions,  using 
the  Hicks-Kaldor-Scitovsky  criteria,  the  “inflation  argument”  against 
devaluation  and  for  exchange  control  may  not  be  valid.  In  other 
words,  it  is  a  possibility  that  devaluation  would  lead  to  a  general  fall 
in  domestic  prices  rather  than  to  an  increase.  In  the  second  part  of 
his  article,  however,  he  argues  that  the  conditions  of  the  real  world 
are  such  that  in  most  cases  devaluation  would  bring  about  a  fall  in 
domestic  prices. 

Sohmen’s  result  is  certainly  a  possibility,  but  in  the  real  world  it 
does  not  seem  to  be  inevitable. 

1.  Although  stated  in  a  different  manner  the  crux  of  the  argu¬ 
ment  turns  around  the  degree  of  optimum  tariff.  When  the  reciprocal 
demand  curve  of  the  restricting  country  is  pushed  by  all  possible 
restrictions,  including  quotas,  tariffs,  exchange  control,  etc.,  beyond 
the  point  of  optimum  tariff,  then  freeing  of  the  exchange  rate  will  be 
deflationary  if  the  offer  curve  of  the  relaxing  country  ( OD )  settles 
at  a  point  short  of  the  “optimum”  position;  i.e.,  if  OD  before  and 
after  the  change  of  policy  intersects  OF  within  OA  in  our  diagram. 
If  relaxation  induces  OD  to  move  from  OA  into  AE,  the  measure  can 
be  either  inflationary  or  deflationary;  and  finally,  if  —  with  or  with¬ 
out  exchange  control  —  OD  intersects  OF  within  AE,  freely  fluctuat¬ 
ing  rates  will  lead  to  an  over-all  increase  of  domestic  prices. 

Sohmen  argues  that  the  “deflationary”  outcome  is  far  more 
likely  for  two  reasons:  (a)  the  foreign  reciprocal  demand  for  most 
countries  is  highly  elastic  and  consequently  the  “inflationary”  stretch, 
AE,  tends  to  be  very  small;  (b)  tariffs  and  quotas  alone  can  usually 
be  expected  to  go  beyond  the  point  of  optimum  welfare,  and  conse¬ 
quently  relaxation  of  exchange  controls  would  make  the  equilibrium 
point  move  only  within  OA  —  and  this,  as  we  know,  is  deflationary. 

It  seems  that  the  first  argument  (a)  is  based  on  a  consideration 
of  the  relative  size  of  each  particular  economy  in  the  world  as  a 
whole.  Obviously,  if  all  countries  were  producing  only  two  homo¬ 
geneous  commodities  and  transportation  costs  could  be  ignored  (as  is 
usually  assumed  in  simple  international  trade  models),  the  foreign 
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offer  curve  would  be  almost  perfectly  elastic.  But  it  is  common 
knowledge  that  many  countries  (particularly  the  small  ones,  which 
Sohmen  seems  to  have  in  mind)  tend  to  specialize  in  a  few  out  of  the 
vast  numbers  of  internationally  traded  products.  Consequently  it 
seems  to  be  an  oversimplification  to  assume  that  most  countries  face 
foreign  offer  curves  which  are  highly  elastic,  at  least  in  the  short  run. 

As  to  the  second  contention  (b)  I  first  would  like  to  make  a 
minor  point.  Tariffs,  quotas  and  controls  are  not  additive,  as  Sohmen 
contends.  Controls  and  quotas,  for  example,  are  nonadditive,  and 


whichever  is  higher  will  determine  the  equilibrium.  A  simple  parallel 
may  illustrate  this  case:  A  10  per  cent  controlled  price  reduction 
which  would  lead  to  a  10  per  cent  fall  in  supply  and  rationing  which 
would  lower  physical  consumption  by  10  per  cent  will  result  in  only 
a  10  per  cent  fall  of  sales  rather  than  in  one  of  20  per  cent.  Second, 
and  more  important,  Sohmen  seems  to  operate  with  an  intuitive 
notion  of  the  “optimum  degree  of  tariff”  when  he  asserts  that  tariffs 
alone  have  carried  each  country  within  OA  in  our  diagram.  To  my 
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knowledge,  no  one  has  ever  even  tried  to  estimate  the  optimum  point. 
Statistical  and  conceptual  difficulties  are  such  that  to  do  this  is 
virtually  impossible.  It  is  difficult  to  conceive  of  the  “detailed 
empirical  investigation”  which  would,  according  to  Sohmen,  settle 
this  question  decisively. 

2.  In  my  second  comment  I  would  like  to  follow  further  Sohmen’s 
purely  deductive  reasoning.  It  may  well  be  that  even  without  any 
precise,  explicitly  stated  functions,  governments  of  different  countries 
actually  play  a  “semi-rational”  game,  trying  to  reap  from  their  trad¬ 
ing  partners  as  much  as  they  can  by  a  process  of  retaliation.  It  is  a 
commonplace  that  in  such  a  case  equilibrium  will  be  possible  at  a 
point,  such  as  M  in  the  diagram,  at  which  each  country’s  offer  curve 
is  tangent  to  the  other  country’s  social  indifference  curve.  It  seems 
that  if  there  is  any  correspondence  between  our  abstract  models  and 
the  real  world,  then  it  is  this  situation  which  corresponds  most  closely 
to  reality.  If  this  is  the  case,  however,  it  is  immediately  apparent 
that  unilateral  relaxation  of  any  restriction  (freeing  of  exchange  rates 
in  our  case)  will  necessarily  lead  to  inflation  in  the  relevant  country. 

3.  Pursuing  his  argument,  Sohmen  contends  that  “The  fall  in 
the  price  level  .  .  .  must  be  all  the  more  pronounced  the  larger  is  the 
extent  of  depreciation  necessary  to  establish  equilibrium  in  the  exchange 
market  ...”  This  is  true  only  if  the  depreciating  country’s  offer 
curve  intersects  the  foreign  offer  curve  within  OA  both  before  and 
after  depreciation  —  a  case  which  Sohmen  seems  to  take  for  granted. 
However,  if  no  specification  is  made  as  to  the  position  of  equilibria 
before  and  after  depreciation,  no  simple  relation  can  be  established 
between  the  extent  of  depreciation  and  the  change  in  domestic  prices. 
In  this  case,  possibly  an  important  reduction  of  the  exchange  rate 
could  be  inflationary  while  a  small  change  of  the  rate  in  the  same 
direction  would  reduce  domestic  prices. 


FURTHER  COMMENT 
By  Randall  Hinshaw 

Mr.  Sohmen  has  written  an  interesting  theoretical  article1  on  a 
subject  which  he  recognizes  is  of  much  more  than  purely  theoretical 
interest.  The  effect  of  devaluation  on  the  price  level  (in  particular, 
on  the  cost  of  living)  is  a  matter  of  profound  concern  to  officials 

1.  Egon  Sohmen,  “The  Effect  of  Devaluation  on  the  Price  Level,”  this 
Journal,  LXXIII  (May  1958). 
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contemplating  such  action,  and  the  views  that  economists  express  on 
this  question  are  likely  to  receive  more  serious  attention  in  official 
circles  than  is  usually  accorded  to  academic  opinion.  It  is  therefore 
important  that  such  views  be  as  carefully  considered  and  as  plainly 
stated  as  possible. 

At  the  outset,  let  me  say  that  I  am  completely  in  sympathy 
with  Sohmen’s  belief  in  the  need  for  realistic  rates  of  exchange,  both 
as  a  matter  of  enlightened  national  self-interest  and  as  a  prerequisite 
for  a  satisfactory  international  payments  system.  Moreover,  I  fully 
share  his  interest  in  exposing  any  weaknesses  in  accepted  theorizing 
that  may  deter  officials  from  proceeding  with  devaluation  in  cases 
where  such  action  may  be  badly  needed.  The  opposition  to  devalua¬ 
tion  from  nonacademic  sources  - —  notably  from  high-cost  producers 
sheltered  by  import  restrictions  imposed  as  an  alternative  to  devalua¬ 
tion  —  is  hard  enough  for  officials  to  deal  with  without  having  also 
to  cope  with  bureaucratic  opposition  based  on  impressive  but  dubious 
arguments  issuing  from  academic  circles.  But  in  disassociating  him¬ 
self  from  some  widely  held  views,  Sohmen  has  staked  out  a  new 
position  which,  because  it  may  lead  to  misdirected  hopes  in  official 
quarters,  seems  to  me  in  need  of  reorientation  in  certain  important 
respects. 

Sohmen  rightly  points  out  that,  where  a  measure  of  international 
balance  has  already  been  achieved  by  means  of  import  restrictions, 
devaluation  need  not  lead  to  a  rise  in  the  retail  price  level  of  imported 
goods,  and  may  indeed  lead  to  a  fall.  If  devaluation  is  followed  by 
a  healthy  increase  in  earnings  of  foreign  exchange,  it  should  be  pos¬ 
sible  to  reduce  or  remove  the  import  restrictions,  thus  permitting  an 
increase  in  the  volume  of  imports.  Under  such  conditions,  the  retail 
import  price  level  would  tend  to  fall.2 

Up  to  this  point,  Sohmen  is  on  firm  ground.  From  the  reasoning 
just  outlined,  however,  he  draws  two  conclusions  which  I  find  more 
difficult  to  accept.  First,  because  of  his  demonstration  that  retail 
import  prices  may  fall  in  cases  where  devaluation  is  substituted  for 
import  restrictions,  he  concludes  that  the  general  domestic  retail 
price  level  in  such  cases  is  also  likely  to  fall.  Second,  Sohmen  appar¬ 
ently  regards  any  tendency  of  the  general  price  level  to  rise  following 

2.  This  is  the  same  proposition  I  made  in  1951  in  an  article  published  in 
this  Journal  (“Currency  Appreciation  as  an  Anti-inflationary  Device,  this 
Journal,  Nov.  1951).  On  the  basis  of  the  foregoing  reasoning,  I  argued  that, 
just  as  devaluation  may  lead  in  certain  cases  to  a  fall  in  the  retail  import  price 
level,  so  may  currency  appreciation  lead  to  a  rise  in  retail  import  prices.  As 
Sohmen  indicates,  the  same  point  has  been  made  in  print  by  Ragnar  Nurkse  and 
by  E.  M.  Bernstein. 
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devaluation  not  only  as  unlikely  (assuming  appropriate  monetary  and 
fiscal  policies)  but  also  as  undesirable,  and  in  fact  contends  that  where 
such  a  rise  occurs  the  “potential  welfare”  of  the  devaluing  country 
is  reduced.  Indeed,  his  case  for  devaluation  seems  to  fall  to  the 
ground  unless  it  can  be  shown  that  devaluation  tends  to  result  in  a 
decline  in  the  general  price  level. 

These  conclusions,  if  I  have  understood  them  correctly,  seem  to 
me  seriously  in  need  of  modification.  In  the  first  place,  for  reasons 
indicated  below,  I  would  maintain  that,  even  in  cases  where  devalua¬ 
tion  is  followed  by  a  fall  in  the  retail  import  price  level,  the  general 
retail  price  level  in  the  short  run  is  likely  to  rise  or  at  best  to  remain 
constant.3  In  the  second  place,  instead  of  regarding  a  rise  in  the 
general  price  level  as  an  unfortunate  or  undesirable  by-product  of 
devaluation,  it  seems  to  me  abundantly  clear  that  in  most  cases  a 
price-level  rise  is  an  important  if  not  essential  part  of  the  mechanism 
of  international  adjustment  and  that  attempts  to  frustrate  such  a 
price  rise  (other  than  by  deflationary  monetary  or  fiscal  policies)  are 
likely  also  to  frustrate  the  return  to  international  balance.4 

The  propositions  which  I  have  just  set  forth  will  perhaps  be 
accepted  by  a  substantial  number  of  the  profession  without  further 
demonstration.  Since,  however,  they  differ  from  the  views  of  Sohmen, 
and  since  the  second  proposition  differs  from  the  widely  held  view 
that  any  price  increases  following  devaluation  tend  to  reduce  or 
remove  the  competitive  benefits  conferred  by  such  action,  I  shall 
endeavor  to  justify  my  position  as  lucidly  as  I  can.  To  this  end,  I 
shall  first  submit  a  few  generalizations  as  background.  These  general¬ 
izations  are  not  offered  as  anything  new  —  most  of  the  points,  I  am 
well  aware,  have  been  made  more  elegantly  by  others  —  but  are 
presented  as  essential  parts  of  the  argument. 

1 .  International  disequilibrium  is  generally  characterized  by,  and 
is  in  part  the  result  of,  an  inappropriate  relationship  between  a 
country’s  level  of  money  incomes  and  the  country’s  general  retail 
price  level.5  As  here  used,  the  term  “general  retail  price  level”  (here¬ 
after  shortened  to  “price  level”)  embraces  both  the  retail  price  level 
of  consumption  goods  and  services  (i.e.,  the  cost  of  living)  and  the 

3.  I  agree  with  Sohmen  that,  in  the  long  run,  devaluation  may  lead  to  a 
decline  in  the  price  level  by  promoting  more  efficient  investment. 

4.  It  should  be  needless  to  state  that  I  am  referring  here  to  price-level 
increases  which  are  a  direct  result  of  devaluation  and  not  to  those  resulting 
from  a  continuation  or  resumption  of  inflationary  policies. 

5.  It  is  also  generally  characterized  by,  and  is  in  part  the  result  of,  an 
inappropriate  relationship  between  the  price  level  of  international  goods  (imported 
goods  and  exportables)  and  the  price  level  of  home  goods,  but  I  prefer  at  this 
stage  to  concentrate  on  the  first  relationship,  since  it  is  so  often  overlooked. 
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retail  price  level  of  investment  goods.  It  is  affected  (in  most  countries 
strongly  affected)  by  what  happens  to  the  retail  price  level  of  inter¬ 
national  goods  that  is  to  say,  both  imported  goods  and  exportable 
goods,  since  a  substantial  proportion  of  exportable  goods  is  normally 
consumed  at  home. 

2.  Where  the  international  disequilibrium  takes  the  form  of  a 
chronic  deficit,  the  price  level,  as  thus  defined,  may  be  regarded  as 
too  low  for  the  level  of  money  incomes.  Real  income  (i.e.,  money 
income  deflated  by  the  price  level)  is  therefore  too  high,  leading  to 
excessive  expenditure  both  on  imports  and  on  exportable  goods.6 
The  result  is  a  deficit  in  the  international  accounts.  In  the  words 
of  the  postwar  cliche,  the  country  is  “living  beyond  its  [current] 
means”  —  a  situation  made  possible  either  by  living  off  past  savings 
(i.e.,  by  losing  monetary  reserves)  or  by  obtaining  special  assistance 
from  abroad  in  the  form  of  grants  or  loans.7 

3.  In  situations  of  this  kind,  as  Sohmen  reminds  us,  a  deficit 
may  be  reduced  or  removed  by  means  of  import  restrictions.  Whether 
these  take  the  form  of  tariffs  or  of  quantitative  limitations,  the  effect 
is  to  raise  the  retail  price  level  of  imports  (and  of  import  substitutes) 
and  thus  to  raise  the  retail  price  level  as  a  whole.  This  action,  if 
carried  far  enough,  restores  the  price  level  to  an  appropriate  relation¬ 
ship  to  the  level  of  money  incomes  (and  thereby  reduces  real  income 
and  expenditure  to  an  appropriate  level),  but  it  is  an  inferior  solution 
since,  as  Sohmen  points  out,  it  represents  a  move  in  the  direction  of 
autarky  and  therefore  in  the  direction  of  lower  productivity. 

4.  A  better  prescription  for  getting  rid  of  a  deficit,  most  would 
agree,  is  devaluation.  Where  balance  has  already  been  achieved 
by  means  of  import  restrictions,  devaluation  can  alternatively  be 
employed  to  get  rid  of  the  restrictions.  In  addition,  there  are  fre¬ 
quently  cases  where  a  deficit  is  reduced  but  not  removed  by  import 
controls.  Here  devaluation  may  be  used  merely  to  get  rid  of  the 
residual  deficit  or  may  be  more  ambitiously  employed  to  remove 
both  the  deficit  and  the  restrictions.  To  avoid  confusion,  each  of 
these  cases  should  be  carefully  distinguished. 

It  may  be  helpful  in  this  connection  to  employ  an  illustration 

6.  Students  of  the  late  Professor  Frank  D.  Graham  will  recognize  my  debt 
to  him  in  this  analysis,  which  also  owes  much  to  many  others. 

7.  To  be  chronic,  this  type  of  disequilibrium  requires  either  (a)  a  persistent 
inflationary  process  (in  cases  where  the  deficit  is  financed  by  an  outflow  of  mone¬ 
tary  reserves)  or  (b)  continuous  financial  assistance  from  abroad,  in  the  former 
case,  the  deficit  can  last  as  long  as  the  country  is  able  and  willing  to  lose  reserves; 
in  the  latter  case,  the  deficit  can  last  as  long  as  financial  assistance  from  the 
outside  is  forthcoming. 
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that  I  have  found  useful  in  the  classroom.  It  is  an  illustration  designed 
to  isolate  the  essential  elements  in  the  international  adjustment  mecha¬ 
nism,  and  can  be  modified  to  introduce  as  many  complexities  as  are 
desired. 

Let  us  imagine  a  very  small  country  in  the  form  of  an  island 
located  not  far  from  a  populous  mainland.  To  make  matters  as 
simple  as  possible,  let  us  suppose  that  the  island  is  simply  an  enor¬ 
mous  rock  on  which  a  few  hundred  people  have  lived  for  many  genera¬ 
tions.  Let  us  assume  that  the  surrounding  waters  abound  in  fish  and 
that  the  island  has  a  fresh  water  lake,  so  that  subsistence  (fish  and 
water)  is  barely  possible  in  the  absence  of  international  trade.  We 
may  assume,  however,  that  a  thriving  trade  with  the  mainland  has 
long  been  carried  on,  in  which  exports  of  fish  have  been  exchanged 
for  a  wide  variety  of  imports  that  make  the  difference  between  an 
agreeable  life  and  a  bare  existence  for  the  islanders. 

In  addition  to  fishing,  which  we  shall  assume  is  carried  on  by 
wage  earners  working  at  a  standard  wage  rate,  we  may  suppose  that 
there  are  also  some  purely  domestic  industries,  which  for  simplicity 
we  shall  assume  are  service  industries,  such  as  laundering.  Such  work, 
we  shall  assume,  is  also  done  by  wage  earners  working  at  the  standard 
wage  rate. 

As  a  preliminary  assumption,  which  can  be  modified  later,  we 
shall  suppose  that  the  population  of  the  island  is  so  small  in  relation 
to  the  population  of  the  mainland  that  variations  in  neither  the 
exports  nor  the  imports  of  the  island  have  a  perceptible  effect  on 
mainland  prices.  Finally,  let  us  assume  that  the  island  has  an  inde¬ 
pendent  fiscal  and  monetary  system.  To  make  matters  concrete,  let 
us  call  the  currency  unit  of  the  mainland  the  dollar  and  the  currency 
unit  of  the  island  the  peso.  We  shall  suppose  that,  over  the  years, 
the  island  has  acquired  a  substantial  monetary  reserve  in  the  form 
of  dollars. 

The  price  level  of  the  island  in  this  situation  will  reflect  the 
prices  of  international  goods  —  both  imports  (e.g.,  clothing)  and 
exportables  (fish)  —  and  the  prices  of  domestic  output  (e.g.,  laundry). 
Under  conditions  of  international  equilibrium,  (a)  the  relationship 
between  the  price  level  and  the  level  of  money  incomes,  and  (b)  the 
relationship  between  the  price  level  of  international  goods  and  the 
price  level  of  domestic  output  will  be  such  that  the  island’s  dollar 
receipts  will  be  equal  to  the  island’s  dollar  expenditures. 

But  a  disequilibrium  in  this  situation  is  easily  imaginable.  Let 
us  suppose  that,  during  a  period  of  internal  and  external  equilibrium, 
the  island  decides  to  inaugurate  a  generous  system  of  old-age  pensions 
and  to  finance  this  by  printing  money.  Money  incomes  per  period 
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are  thereby  increased,  leading  the  islanders  to  increase  their  expendi¬ 
tures  both  on  international  goods  and  on  domestic  output.  The 
result  of  the  increased  domestic  expenditure  on  fish  is  a  decline  in 
exports,  and  this,  together  with  the  increase  in  imports,  produces  a 
deficit  in  the  balance  of  payments.  Since,  under  our  assumptions, 
the  price  level  of  international  goods  is  not  significantly  affected  by 
the  inflationary  process  whereas  the  price  level  of  domestic  output  is 
free  to  rise,  a  transfer  of  factors  from  the  fishing  industry  to  domestic 
industry  is  encouraged,  thereby  producing  a  “structural”  disequilib¬ 
rium.  The  malady  can  continue  as  long  as  money  incomes  remain 
inflated  because  of  inflationary  policies  and  as  long  as  the  island  is 
able  and  willing  to  finance  the  external  deficit. 

In  this  situation,  two  things  are  wrong:  (1)  the  price  level  is  too 
low  in  relation  to  the  level  of  money  incomes  (i.e.,  real  income  is  too 
high),  and  (2)  the  price  level  of  international  goods  is  too  low  in 
relation  to  the  price  level  of  domestic  output.  With  regard  to  the 
first  point,  real  expenditure  is  too  high,  and  takes  the  form  of  exces¬ 
sive  expenditure  on  imports  and  on  exportables.  With  regard  to  the 
second  point,  too  much  of  the  island’s  production,  is  in  the  form  of 
nonexportables  (e.g.,  laundry)  and  not  enough  in  the  form  of  export¬ 
ables  (fish). 

An  obvious  prescription  —  and  an  essential  part  of  any  perma¬ 
nent  solution  —  is  to  stop  the  inflation.  If  nothing  else  is  done,  how¬ 
ever,  this  means  letting  money  incomes  fall  to  their  equililibrium  level 
since,  once  the  inflationary  process  is  halted,  the  money-income  leak¬ 
age  via  the  balance  of  payments  is  no  longer  offset  by  the  money- 
income  creation  via  the  printing  press.  Thus  the  deficit  automatically 
tends  to  disappear.  But  if  the  disequilibrium  has  been  of  long  stand¬ 
ing,  such  a  policy  may  be  unduly  painful,  possibly  entailing  a  con¬ 
siderable  amount  of  unemployment. 

An  alternative  to  a  lower  level  of  money  incomes  (but  not  an 
alternative  to  stopping  the  inflation)  is  devaluation.  This  corrects 
the  disequilibrium  by  raising  the  'price  level.  Devaluation  raises  the 
price  level  of  international  goods  as  a  group  —  both  imports  and 
exportables.  Indeed,  in  our  illustration,  it  raises  the  international 
price  level  (in  pesos)  by  about  as  much  as  the  change  in  the  exchange 
rate  (i.e.,  by  about  as  much  as  the  rise  in  the  price  of  dollars  in  terms 
of  pesos),  since  the  dollar  prices  of  international  goods,  under  our 
assumptions,  are  not  appreciably  affected  by  changes  in  demand  or 
supply  on  the  island.8 

8.  The  rise  in  prices  clearly  applies  to  exportables  as  well  as  to  imported 
goods;  if  the  price  of  fish  on  the  island  were  not  bid  up  by  an  amount  approxi- 
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The  rise  in  the  international  price  level  has  two  effects.  In  the 
first  place,  by  raising  the  average  price  level,  it  lowers  the  island’s 
level  of  real  income  and  expenditure,  the  reduction  in  expenditure 
being  concentrated  on  international  goods.9  Mainlanders,  in  effect, 
are  permitted  to  outbid  the  islanders  for  an  increased  quantity  of 
the  island’s  output  of  fish,  while  islanders  reduce  their  purchases  (in 
terms  of  quantity)  both  of  fish  and  of  imported  goods.  Since  dollar 
prices  are  not  significantly  affected  by  the  devaluation,  the  island’s 
dollar  earnings  clearly  rise  and  its  dollar  expenditures  clearly  fall. 
In  the  second  place,  by  raising  the  price  level  of  exportables  in  rela¬ 
tion  to  nonexportables,  devaluation  makes  fishing  operations  more 
profitable  than  laundering  (assuming  that  the  rate  of  earnings  in  the 
two  industries  had  previously  been  the  same).  Consequently,  not 
only  will  more  fish  be  exported  out  of  existing  fish  production,  but 
fishing  operations  will  be  encouraged  to  expand.  To  attract  workers 
from  domestic  industry,  the  fishing  industry  may  have  to  offer  some¬ 
what  higher  wage  rates,  but  provided  the  level  of  money  incomes  is 
prevented  from  rising  significantly  —  or,  at  any  rate,  from  rising  by 
as  much  as  the  rise  in  the  price  level  —  devaluation  will  promote  a 
return  to  equilibrium  both  by  reducing  real  expenditure  on  inter¬ 
national  goods  and  by  redirecting  production  in  favor  of  exportables. 

In  the  situation  we  have  just  considered,  devaluation  clearly 
involves  a  rise  in  the  price  level  and  —  if  money  incomes  are  pre¬ 
vented  from  rising  proportionately  —  a  fall  in  real  income.1  In  the 
latter  context,  it  may  also  be  said  to  involve,  in  Sohmen’s  language, 
a  fall  in  “potential  welfare,”  though  only  in  the  sense  that  the  island 
enjoys  a  somewhat  lower  standard  of  living  because  it  is  no  longer 
living  beyond  its  current  means.  Whether  real  income  will  have  to 
fall  slightly  or  substantially  will  depend  on  the  magnitude  of  the 
deficit  in  relation  to  the  level  of  income.  If  this  ratio  is  low,  as  is 
generally  the  case  even  in  situations  of  serious  disequilibrium,  the 

mately  equal  to  the  rise  in  the  price  of  dollars  in  terms  of  pesos,  island  fish  pro¬ 
ducers  would  sell  all  their  output  on  the  mainland. 

9.  This  part  of  the  adjustment  process  will,  of  course,  be  frustrated  if  the 
level  of  money  incomes  is  permitted  to  rise  by  as  much  as  the  rise  in  the  price 
level.  It  should  be  the  firm  aim  of  the  authorities  to  prevent  this  —  if  necessary, 
by  supplementary  fiscal  and  monetary  measures. 

1.  It  is  sometimes  argued  (for  example,  by  Joan  Robinson)  that  income 
effects  can  be  ignored  in  the  adjustment  process,  since  they  emerge  as  a  result 
of  a  change  in  the  balance  of  payments,  and  thus  can  affect  only  the  magnitude, 
but  not  the  direction,  of  the  change.  This  is  true  of  certain  income  effects,  but 
it  should  be  emphasized  that  the  real  income  effect  here  referred  to  will  occur 
(subject  to  the  proviso  already  indicated)  even  if  there  is  no  immediate  change 
in  the  balance  of  payments  following  devaluation.  Thus  this  income  effect  can 
play  a  powerful  role  in  the  adjustment  mechanism. 
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required  reduction  in  real  income  will  be  moderate.  In  any  case,  it 
should  be  noted  that,  in  the  case  under  consideration,  the  adjustment 
process  does  not  involve  a  “secondary  burden”  in  the  form  of  a 
deterioration  in  the  commodity  terms  of  trade.  That  is  to  say,  the 
ratio  of  export  prices  to  import  prices  remains  the  same  after  devalua¬ 
tion  as  before,  since  both  price  levels  (in  pesos)  rise  by  the  same 
proportion.2 

Sohmen  may  properly  object  at  this  point  that  the  case  which 
I  have  thus  far  outlined  does  not  meet  his  argument,  which  is  con¬ 
cerned  mainly  with  devaluation  as  a  substitute  for  import  restrictions 
previously  in  force.  Let  us  therefore  modify  our  illustration  to  take 
this  into  account.  Let  us  suppose  that,  instead  of  originally  dealing 
with  the  deficit  by  devaluation,  as  assumed  above,  the  island  first 
resorted  to  import  restrictions  and  was  thereby  successful  in  com¬ 
pletely  removing  the  deficit.  As  previously  indicated,  the  effect  of 
such  restrictions,  whether  tariffs  or  quotas,  is  to  raise  the  retail  price 
level  of  imports  and,  as  a  result,  to  restore  a  relationship  between  the 
general  price  level  and  the  level  of  money  incomes  which  can  be 
maintained  without  an  external  deficit  (and  which  reflects  the  neces¬ 
sary  reduction  in  real  income).  Unlike  devaluation  in  our  first  case, 
this  solution  involves  a  very  real  “secondary  burden,”  not  in  the  form 
of  a  deterioration  in  the  terms  of  trade,  but  in  the  form  of  a  qualita¬ 
tive  deterioration  in  living  standards  resulting  from  the  shift  toward 
autarky.  In  the  case  under  consideration,  the  island  is  forced  — 
quite  unnecessarily  —  in  the  direction  of  living  solely  on  fish  and 
water.  This  is  the  “austerity  approach”  for  achieving  international 
balance,  and  I  agree  entirely  with  Sohmen  in  questioning  its  wisdom 
under  most  conditions. 

Let  us  suppose,  however,  that  external  balance  has  been  main¬ 
tained  for  some  time  by  means  of  import  taxes  or  quotas  and  that 
the  island  has  finally  decided,  as  an  alternative  approach,  to  devalue. 
What  will  happen  to  the  price  level  in  this  case? 

First  of  all,  it  would  seem  clear  that  no  cut  in  real  income  is  indi- 

2.  In  dollars,  both  price  levels  remain  (virtually)  unchanged.  In  the  case 
of  a  larger  country,  as  I  have  tried  to  show  elsewhere  (op.  cit.,  pp.  456-58), 
devaluation  may  be  followed  by  a  change  in  the  terms  of  trade  (either  an  improve¬ 
ment  or  a  deterioration)  if  the  effect  of  the  devaluation  on  the  foreign  prices  of 
imported  goods  (a  downward  effect)  is  greater  or  less  than  the  effect  of  the 
devaluation  on  the  foreign  prices  of  exportables  (also  a  downward  effect).  In 
any  case,  it  should  be  clear  from  the  foregoing  analysis  that  a  change  in  the  terms 
of  trade  is  not  a  necessary  part  of  the  adjustment  process;  on  the  contrary,  a 
deterioration,  if  it  occurs,  simply  makes  the  process  more  difficult  by  adding  a 
secondary  burden. 
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cated  in  this  situation,  since  the  necessary  reduction  has  already  been 
achieved  by  means  of  import  restrictions.3  Consequently,  there  would 
appear  to  be  no  need  for  a  rise  in  the  price  level  as  part  of  the  adjust¬ 
ment  process  (the  rise  having  already  occurred  as  a  result  of  the 
restrictions  on  imports).  At  the  same  time,  I  find  it  difficult  to 
agree  with  Sohmen  that  there  would  be  a  tendency  in  the  short  run 
for  the  price  level  to  fall.4  If  I  am  not  mistaken,  the  correct  conclu¬ 
sion  in  this  type  of  situation  is  that  devaluation,  while  affecting  some 
retail  prices  downward  and  some  retail  prices  upward,  would  not 
reveal  a  consistent  tendency  either  to  raise  or  to  lower  the  average 
retail  price  level. 

Assuming  that  balance  has  already  been  attained  by  import 
restrictions,  and  assuming  that  devaluation  is  followed  by  a  substan¬ 
tial  increase  in  earnings  of  foreign  exchange,  it  would  be  possible 
to  reduce  or  remove  the  import  restrictions  and  thereby  to  permit  a 
substantial  increase  in  the  volume  of  imports.  Sohmen  and  I  agree 
that  this  would  tend  to  lower  the  retail  price  level  of  imports.  At  the 
same  time,  however,  the  price  level  of  exportables,  in  domestic  cur¬ 
rency,  would  rise  as  a  result  of  devaluation.  In  our  illustration,  a 
fall  in  the  retail  price  level  of  imported  goods  (e.g.,  clothing)  would 
be  offset  by  a  rise  in  the  retail  price  of  fish  —  an  important  item  in 
the  island’s  cost  of  living  as  well  as  an  export  item.5  Under  conditions 
of  external  balance  both  before  and  after  devaluation,  the  presump¬ 
tion  is  surely  that  these  two  influences  on  the  average  price  level 
would  tend  to  cancel  out.6  Indeed,  where  balance  has  not  been  com¬ 
pletely  achieved  by  import  restrictions,  devaluation  would  be  expected 
to  involve  some  rise  in  the  price  level  as  part  of  the  adjustment 
process  required  for  eliminating  the  residual  deficit.  Since  devalua¬ 
tion  is  almost  invariably  resorted  to  by  countries  confronted  both 


3.  I  am  overlooking  here  the  possibility  of  a  deterioration  in  the  terms  of 
trade  as  a  result  of  removing  the  import  restrictions,  since  I  agree  with  Sohmen 
that  the  degree  to  which  a  country  can  influence  its  terms  of  trade  in  this  fashion 
is  in  most  cases  very  limited.  In  the  case  of  very  small  countries,  any  such  effect 
would  be  microscopic. 


4.  Of  course,  if  the  import  restrictions  were  removed  without  devaluing,  the 
price  level  would  tend  to  fall,  but  at  the  cost  of  reopening  the  deficit. 

5.  The  price  level  of  domestic  output  (e.g.,  laundry)  would  presumably 
remain  unchanged. 

6.  I  do  not  wish  to  be  dogmatic  on  this  point;  as  Sohmen  shows,  the  results 
are  affected  by  the  type  of  index  number  used.  Moreover,  from  the  standpoint 
of  policy,  interest  may  be  centered  on  the  cost  of  living  rather  than  on  the  over-all 
price  level  If  a  country  imports  mainly  consumption  goods  and  exports  mainly 
investment  goods  the  cost  of  living  may  fall  following  devaluation  (assuming 
balance  has  a  ready  been  achieved  by  restrictions) ;  on  the  other  hand,  if  a  country 
exports  mainly  items  which  are  prominent  in  its  own  pattern  of  consumption 
while  importing  mainly  investment  goods,  the  cost  of  living  will  tend  to  rise 
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with  a  persistent  deficit  and  with  a  legacy  of  import  restrictions 
imposed  to  reduce  the  deficit,  a  rise  in  the  price  level  would  normally 
be  expected  where  devaluation  is  introduced  either  with  the  modest 
purpose  of  getting  rid  of  the  residual  deficit  or  with  the  more  ambi¬ 
tious  objective  of  eliminating  both  the  deficit  and  the  restrictions. 

While  I  doubt  that  there  is  an  important  category  of  cases  where 
officials  can  count  on  a  fall  in  the  price  level  as  a  (short-run)  result 
of  devaluation,  I  am  in  full  agreement  with  Sohmen  that,  where 
devaluation  is  substituted  for  tight  import  restrictions,  the  country 
taking  such  action  can  look  forward  to  a  qualitative  improvement  in 
real  income.  Devaluation  as  a  substitute  for  import  restrictions 
represents  a  move  away  from  autarky  —  in  our  illustration,  a  move 
away  from  a  fish-and-water  existence.  Thus,  in  such  cases,  devalua¬ 
tion  may  be  abundantly  justified  even  if  real  income  (as  measured 
by  the  relation  of  money  income  to  the  price  level)  shows  no  increase 
or  even  shows  a  decline. 

I  would  like  to  end  this  discussion  on  another  note  of  agreement 
with  Sohmen.  In  the  background  of  his  argument  is  the  implicit 
assumption  that  devaluation,  when  not  frustrated  by  inappropriate 
policies,  can  be  expected  to  result  in  a  substantial  increase  in  foreign- 
exchange  earnings.  Despite  the  many  doubts  expressed  in  recent 
years,  this  seems  to  me  a  reasonable  assumption  in  the  great  majority 
of  cases.  The  point  will  doubtless  be  conceded  by  all  in  the  case  of 
very  small  countries.  But  smallness  is  a  matter  of  degree,  and  most 
countries  account  for  only  a  small  percentage  of  world  demand  and 
world  supply.  Moreover,  small  countries  in  external  difficulties  seem 
to  resist  devaluation  as  frequently  as  large  countries.  The  reason 
they  almost  invariably  cite  for  such  resistance  —  particularly  if  their 
exports  are  mainly  primary  commodities  is  that  world  demand  for 
their  products  is  inelastic  and  that  devaluation  would  therefore  result 
in  a  decline  in  earnings  of  foreign  exchange.  This  argument,  which 
has  impressed  many  a  bureaucrat,  usually  confuses  (a)  world  demand 
for  world  output  of  the  commodities  in  question  with  (b)  world 
demand  for  an  individual  country’s  output  of  such  products.  Even 
if  (a)  is  highly  inelastic,  as  is  often  the  case,  (b)  may  prove  highly 
elastic,  particularly  if  devaluation  is  undertaken  unilaterally  and  is 
not  followed  by  retaliation.  Without  reopening  the  question  of  their 
reliability,  it  may  be  pointed  out  that  most  statistical  investigations 
of  the  price  elasticity  of  demand  for  foreign  output  shed  no  light  on 
this  matter,  since  they  are  concerned  with  output  from  the  rest  of  the 
world  as  a  whole. 


Oberlin  Colrege 
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REPLY 

By  Egon  Sohmen 

I  warmly  welcome  the  comments  of  Messrs.  Hinshaw  and  Vanek; 
they  should  serve  further  to  elucidate  what  I  was  trying  to  say  in 
perhaps  too  concise  language.  There  is  virtual  unanimity  on  theoreti¬ 
cal  matters.  As  far  as  Professor  Hinshaw’s  comment  is  concerned, 
I  would  be  hard  put  even  to  discover  a  significant  difference  of  opinion 
on  questions  of  empirical  fact. 

Let  me  restate  once  more  one  slightly  uncommon  feature  of  the 
approach  I  had  chosen;  it  might  otherwise  give  rise  to  misunder¬ 
standing. 

It  seems  to  me  absolutely  essential  for  clarity  to  consider  sepa¬ 
rately  (a)  the  effect  of  devaluation  per  se  (with  the  balance  on  current 
account  unchanged),  and  (b)  the  consequences  of  a  change  in  the 
balance  on  current  account  (with  the  exchange  rate  held  constant). 
The  balance  on  current  account  is  understood  to  be  measured  in 
terms  of  foreign  currency  wherever  ambiguity  arises. 

For  case  (a),  the  basic  principle  of  comparative  advantage  guar¬ 
antees  that  the  index  number  inequalities  can  hold  if  all  the  auxiliary 
conditions  specified  in  my  paper  are  fulfilled.1  It  follows  that  a  cer¬ 
tain  (although,  of  course,  limited)  improvement  in  the  trade  balance 
(case  (b))  may  be  possible  after  devaluation  while  the  index  numbers 
still  indicate  a  fall  in  the  price  level. 

All  this  involves  comparison  of  different  positions  of  static  equi¬ 
librium.  Hinshaw  is  quite  correct  in  pointing  out  that  events  in  the 
short  run,  before  all  adjustments  have  taken  place,  may  tell  a  different 
story.  But  more  about  this  later. 

For  policy  decisions  on  exchange  rate  adjustment,  I  expressed 
the  view  that  effects  on  the  price  level  can  be  legitimately  compared 
only  under  assumption  (a)  that  the  trade  balance  does  not  change.2 
For  many  people,  devaluation  without  a  change  in  the  balance  of 
trade  may  appear  like  Hamlet  without  the  Prince.  It  may  be  argued 
that  it  was  really  a  substantial  improvement  in  the  trade  balance 
after  devaluation  which  economists  have  implicitly  regarded  as  the 
cause  of  its  inflationary  effect. 

But  in  opposing  devaluation  for  this  reason,  they  seem  to  have 
in  mind  a  make-believe  world  in  which  governments  have  a  free 
choice  in  determining  the  size  of  their  trade  deficits.  As  a  picture  of 

1.  Op.  cit.,  pp.  275-76. 

2.  Op.  cit.,  p.  282. 
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reality,  the  assumption  of  an  unchanged  balance  on  current  account 
does  not  seem  to  me  to  be  far-fetched  at  all.  The  foreign-exchange 
reserves  of  precisely  those  countries  who  would  need  them  most  are 
severely  limited  indeed ;  and  capital  inflow,  alas,  does  not  come  forth 
at  the  wave  of  a  wand.  With  or  without  devaluation,  these  restraints 
enforce  a  certain  maximum  trade  deficit  per  unit  of  time  which  simply 
cannot  be  exceeded  for  very  long.  If  inertia,  lobbying,  or  superstition 
prevents  the  exchange  rate  adjustment  required  to  hold  the  deficit 
down  to  the  feasible  level,  brute  force  in  the  form  of  direct  controls 
will  have  to  be  applied.  Everybody  who  has  witnessed  exchange  over¬ 
valuation  in  action  will  easily  recognize  this  portrait.  It  is  on  this 
situation  that  my  case  was  built. 

Advertising  overvaluation  as  an  irreparable,  deep-seated  dis¬ 
equilibrium  may  be  a  highly  effective  trump  card  in  the  hands  of  a 
government  looking  for  financial  assistance  from  abroad.  An  addi¬ 
tional  capital  inflow  may  be  secured  in  this  way  to  permit  an  increase 
in  the  feasible  trade  deficit.  I  did  not  fail  to  pay  tribute  to  this  rela¬ 
tively  recent  and  ingenious  addition  to  the  arsenal  of  beggar-thy- 
neighbor  policies.3  What  makes  it  all  the  more  effective  is  that  it  is 
usually  applied  in  perfectly  good  faith. 

But  there  is  another  important  factor,  apparently  widely  neg¬ 
lected,  that  works  in  the  opposite  direction:  overvaluation  is  one  of 
the  most  powerful  deterrents  to  private  capital  movements.  Exchange 
controls  can  to  a  certain  extent  prevent  massive  capital  flight;  the 
kind  of  controls  that  could  induce  large-scale  capital  inflow,  on  the 
other  hand,  has  yet  to  be  invented.  A  realistic  appraisal  would,  I 
believe,  lead  to  the  conclusion  that  governmental  grants  are  fre¬ 
quently  quite  insufficient  to  make  up  for  the  private  capital  flows 
repelled  by  overvaluation.  Where  this  is  true,  devaluation  to  the 
equilibrium  level  will  even  permit  an  increase  in  the  feasible  trade 
deficit  per  unit  of  time. 

Let  us  return  to  the  question  of  short-run  versus  long-run  conse¬ 
quences.  Assuming  that  the  balance  on  current  account  remains  con¬ 
stant,  the  index-number  criteria  are  liable  to  conflict  as  long  as  no 
adjustment  in  production  takes  place. 

Figure  I  illustrates  a  possible  outcome  when  trade  is  exactly  bal¬ 
anced  before  and  after  devaluation.  Before  devaluation,  production 
is  indicated  by  P,  consumption  by  C\,  the  internal  equilibrium  price 
ratio  by  pi.  It  differs  from  the  external  terms  of  trade  h  because 
foreign  trade  is  assumed  to  be  limited  by  restrictions. 

3.  Op.  cit.  p.  282.  Again,  I  want  to  emphasize  my  sympathy  for  inter¬ 
national  co-operation  wherever  needed.  But  I  would  prefer  to  see  the  right  thing 
done  for  the  right  reason. 
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If  we  assume  that  all  controls  are  removed  after  devaluation,  the 
internal  and  external  price  ratios  must  coincide  (p2  =  U).  Produc¬ 
tion  still  takes  place  at  P  as  long  as  resources  are  not  reallocated. 
Let  us  assume  that  trade  moves  consumption  to  C\.  When  national 
income  (in  money  terms)  is  unchanged,  the  Laspeyres  index  shows  a 
rise,  the  Paasche  index  a  fall  in  the  price  level.4 


Exports 


Time  series  of  cost-of-living  indices  are  invariably  of  the  Laspeyres 
variety,  owing  to  the  formidable  work  involved  in  establishing  base 
weights.  Since  factors  of  production  show  immobility  in  the  short 
run,  it  is  indeed  quite  likely  that  the  official  (Laspeyres’)  chronicle 
will  initially  record  a  price  rise  in  most  cases;  provided,  of  course,  that 
the  price  index  of  the  sample  commodities  moves  approximately  in 
proportion  to  the  aggregate  index.6  But  this  is  only  due  to  the  acci¬ 
dent  that  1  aasche  indices  are  excluded  for  short-run  comparisons 
because  of  the  practical  difficulties  they  present.  Even  for  moderate 

4.  The  Laspeyres  index  remains  constant  for  a  country  that  cannot  affect 
its  terms  of  trade. 

5.  See  the  remarks  on  pp.  276—77  of  my  previous  paper. 
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demand  elasticities,  they  would  just  as  certainly  indicate  a  fall  in 
the  price  level. 

The  commonsense  explanation  for  the  behavior  of  price  indices 
is  simple.  In  the  market  basket  bought  after  devaluation,  commod¬ 
ities  whose  prices  have  fallen  will  be  favored,  by  and  large.  These 
cheaper  goods  therefore  enter  into  the  Paasche  index  with  greater 
weights;  in  contrast,  the  Laspeyres  index  places  more  weight  on  those 
that  have  become  relatively  more  expensive. 

Toward  the  end  of  his  comment,  Hinshaw  stresses  the  significance 
of  “qualitative”  improvements  in  real  income.  The  term  is  entirely 
justified  if  we  operate  with  Laspeyres  indices.  When  the  Paasche 
index  is  used,  the  improvement  is  fully  measurable  and  quantitative, 
for  the  reasons  explained  above.  This  outcome  is  strongly  reinforced 
if  certain  commodities  only  become  available  after  devaluation.  It 
might  even  be  argued  that  their  predevaluation  price  would  have  to 
be  set  at  infinity.6 

The  moral  to  be  drawn  from  the  fact  that  devaluation  possibly 
results  in  a  fall  of  the  price  level  only  after  a  certain  time  lag  will 
probably  depend  on  a  man’s  temperament.  Experience  seems  to  show 
that  many  economists  subscribe  to  the  conservative  view  that  any 
action  which  combines  benefits  in  the  long  run  with  initial  inconven¬ 
iences  should  be  avoided.  Another  school,  and  one  towards  which  I 
feel  considerably  more  sympathetic,  would  suggest  that  there  is  all 
the  more  reason  to  take  those  measures  early  whose  fruits  are  known 
to  take  some  time  to  mature.  As  far  as  I  can  judge,  Hinshaw  would 
probably  join  me  in  this  view,  although  I  am  afraid  we  may  belong 
to  a  minority. 

Except  for  two  minor  details,  there  is  no  difference  of  opinion 
between  Mr.  Vanek  and  myself  on  points  of  theory.  The  first  of, 
these  concerns  the  additivity  of  different  forms  of  restrictions  in 
foreign  trade;  my  claims  in  this  respect  (p.  279)  were  stated  uncau- 
tiously,  to  say  the  least,  and  are  quite  willingly  withdrawn.  They 
do  not  affect  the  rest  of  the  argument  anyway. 

Secondly,  I  do  not  favor  his  restatement  of  my  main  argument 
in  terms  of  community  indifference  curves.  Where  it  is  unnecessary 
or  unwarranted  to  assume  the  feasibility  of  interpersonal  welfare  judg¬ 
ments,  their  use  ought  to  be  excluded  for  all  analysis  exceeding  mini¬ 
mal  requirements  of  rigor.  All  they  can  legitimately  show  can  be 
demonstrated  in  terms  of  individuals’  indifference  maps,  while  it  is 

6  A  vivid  example  due  to  Professor  Haberler  is  the  substitution  of  a  Medi¬ 
terranean  vacation,  inaccessible  to  a  resident  of  austere  postwar  England,  for  a 
summer  in  a  rainy  British  resort. 
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all  too  easily  forgotten  what  they  cannot  show.  It  may  be,  however, 
that  his  presentation  is  helpful  for  readers  who  are  not  too  familiar 
with  index  number  reasoning.  Inevitably,  all  the  subtle  ambiguities 
of  index  number  comparisons  are  lost,  of  course. 

The  quotation  in  the  last  paragraph  of  .Vanek’s  comment  is  taken 
from  a  context  in  which  it  is  assumed  that  the  regular  trade  restric¬ 
tions  (i.e.,  those  that  remain  even  after  the  devaluation)  already 
exceed  the  “optimum”  level.  I  fully  agree  that  the  statement  would 
be  nonsense  without  this  qualification. 

The  question  whether,  under  our  common  assumptions,  a  fall 
or  a  rise  in  the  price  level  is  more  likely  in  any  given  situation  can,  by 
its  very  nature,  not  be  decided  by  theoretical  reasoning  alone.  On 
the  other  hand,  what  kind  of  empirical  evidence  should  be  considered? 

I  share  Vanek’s  view  that  all  that  attempts  at  econometric  meas¬ 
urement  of  elasticities  of  internationally  traded  commodities  have  so 
far  demonstrated  is  their  hopelessness,  at  least  with  the  tools  pres¬ 
ently  available.  A  much  simpler  as  well  as  potentially  more  promis¬ 
ing  method  is,  I  believe,  an  indirect  appraisal  by  what  might  be 
christened  “revealed  reference”  from  the  actual  history  of  recent 
devaluations. 

The  attitudes  of  many  economists  toward  other  issues  throw  a 
dubious  light  on  the  strength  of  their  professed  elasticity  pessimism. 
While  many  of  our  British  colleagues,  e.g.,  have  repeatedly  discounted 
devaluation  of  the  pound  as  an  effective  measure  to  relieve  pressure 
on  sterling,  all  fears  of  low  elasticities  seemed  to  be  forgotten  in  the 
campaign  of  1957  to  have  Germany  appreciate  the  mark.  Sufficient 
faith  in  their  previous  convictions  would  have  compelled  them  to 
wonder  whether  devaluation  of  the  German  mark  might  not  be  a 
more  appropriate  step  to  reduce  the  German  export  surplus. 

Not  infrequently,  elasticity  pessimists  are  strong  believers  in 
trade  restrictions  for  the  protection  of  infant  industries.  Whenever 
foreign  reciprocal  demand  is  even  slightly  inelastic,  however,  there  is 
a  presumption  that  the  physical  volume  of  imports  will  increase  after 
tariffs  are  raised. 

Oddly  enough,  (or  perhaps  not  so  oddly?)  it  appears  exceedingly 
difficult  to  find  a  clear-cut  example  in  support  of  the  orthodox  belief. 
The  world  is  replete,  of  course,  with  cases  in  which  devaluation  was 
undertaken  under  the  pressure  of  inflation  —  creeping,  trotting,  or 
galloping  and  where  the  inflationary  trend  continued  merrily  at 
about  the  same  rate  after  devaluation.  But  one  can  hardly  blame 
the  latter  for  this  result  under  such  circumstances.  Devaluation  has, 
furthermore,  resulted  in  an  improved  balance  on  current  account  in 
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TABLE  I 


Price  Index 

Employment  Index 

Wholesale 

Retail 

Wage  Index 

(seasonally  adjusted) 

Discount  Rate 

1938  = 

100 

April  1945  =  100 

1948  =  100 

(per  cent) 

Year's  Averages 

1952 

822 

669 

723 

99.7 

1953 

776 

664 

723 

98.6 

1954 

811 

682 

759 

102.0 

Monthly  Figures 

1953 

Jan. 

790 

670 

723 

98.1 

5 

Feb. 

786 

670 

723 

98.1 

1 

March 

767 

665 

723 

98.1 

6 

April 

750 

660 

723 

98.2 

May 

760 

654 

723 

98.3 

June 

788 

659 

723 

98.5 

July 

777 

658 

723 

98.6 

Aug. 

791 

661 

723 

98.6 

Sept. 

773 

665 

723 

98.7 

4 

Oct. 

775 

667 

723 

99.8 

Nov. 

778 

667 

723 

99.0 

Dec. 

778 

667 

723 

99.2 

1954 

Jan. 

794 

672 

740 

99.5 

Feb. 

781 

673 

740 

99.9 

March 

784 

669 

740 

100.2 

April 

788 

672 

751 

100.6 

May 

794 

675 

763 

101.0 

June 

800 

684 

763 

101.6 

3.5 

July 

844 

686 

764 

102.1 

Aug. 

825 

684 

765 

102.8 

Sept. 

822 

686 

764 

103.3 

Oct. 

825 

687 

770 

103.8 

Nov. 

838 

690 

777 

104.3 

Dec. 

839 

691 

778 

104.8 

3.5 

Source :  M onatsberichte  des  Ostsrreichischen  Institute  far  Wirtschaftsforschung,  Vienna,  Vol.  26, 
27  and  28  (1953,  1954,  1955),  and  the  Statistical  Supplements  to  the  M onatsberichte  for  the 
same  years. 


most  instances,  whereas  a  realistic  comparison  would,  as  emphasized 
before,  require  that  the  latter  remain  unchanged  between  the  two 

time  periods  under  investigation. 

I  should  like  to  present  the  case  history  of  a  recent  devaluation 
in  which  at  least  the  first  requirement  (of  relative  price  stability 
before  the  measure)  was  fulfilled.  The  reader  is  invited  to  draw  his 
own  conclusions. 

In  May  1953  Austria  established  a  single  rate  of  exchange  of 
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Schillings  26.  —  per  U.S.  $  in  lieu  of  the  two  previous  rates  of  21.36 
(for  most  commercial  transactions)  and  26.  —  per  U.S.  $  (for  tourist 
trade  and  other  invisibles  and  certain  luxury  items). 

The  balance  on  current  account  improved  dramatically.  For  the 
first  time  in  the  history  of  the  Austrian  Republic  (i.e.,  since  1919), 
the  value  of  commodity  exports  roughly  equaled  the  value  of  com¬ 
modity  imports  in  1953. 7  Gold  and  exchange  reserves  increased  by 
180  million  dollars  during  1953  and  another  110  million  during  the 
first  nine  months  of  1954,  while  American  aid  dropped  from  105 
million  dollars  in  1952  to  40  million  in  1953.  A  few  months  after  the 
devaluation,  the  discontinuation  of  all  further  aid  was  announced  — 
perhaps  a  persuasive  example  of  the  Macchiavellian  merits  of  cur¬ 
rency  overvaluation. 

Austria’s  terms  of  trade  deteriorated  by  13  per  cent  between 
1952  and  1953  according  to  the  estimates  of  the  Austrian  Institute 
of  Economic  Research.  This  development  was,  however,  largely 
independent  of  the  devaluation. 

As  shown  by  the  figures  below,  the  price  as  well  as  the  employ¬ 
ment  level  remained  virtually  unchanged  for  a  whole  year  in  spite 
of  the  elimination  of  the  import  surplus  and  in  the  face  of  a  strongly 
expansionary  monetary  policy:  the  central  bank  discount  rate  was 
lowered  from  6  per  cent  to  4  per  cent  in  two  successive  steps  during 
1953,  and  the  money  supply  increased  by  about  20  per  cent. 

Yale  University 

7.  Both  exports  and  imports  were  about  17  per  cent  of  the  Gross  National 
Product  in  1953. 


A  NOTE  ON  PROFESSOR  SOLOW’S  GROWTH  MODEL 


By  John  Buttrick 

In  the  February  1956  issue  of  this  Journal,  Robert  M.  Solow 
presented  an  ingeniously  simple  yet  extremely  useful  model  for  the 
examination  of  various  aspects  of  the  problem  of  economic  growth.1 
It  does  not  seem  to  be  generally  realized,  however,  that  this  model, 
after  a  minor  change,  may  be  used  to  make  sense  out  of  the  assertions 
that:  (a)  a  large  initial  dose  of  investment  may  be  required  before  an 
underdeveloped  country  can  overcome  existing  barriers  to  growth; 
(b)  it  may  pay  to  adopt  capital-intensive  production  methods  even 
if  they  appear  to  be  “noneconomic”;  (c)  in  contrast  to  (a)  above, 
something  very  like  spontaneous  combustion  sometimes  occurs,  i.e., 
for  no  apparent  reason  the  growth  process  becomes  self-perpetuating. 
This  feature  of  the  model  may  be  used  as  an  important  element  in  an 
explanation  of  “the  industrial  revolution.” 

To  proceed  with  the  argument,  let  me  first  reproduce  Solow’s 
equation  (6): 

r  =  sF(r,  1)  —  nr 

where,  it  will  be  remembered,  r  is  the  ratio  of  capital  to  labor,  i.e., 
r  =  K/L;  r  is  the  time  derivative  of  this  ratio;  s  is  the  average 
and  marginal  propensity  to  save;  n  is  the  growth  rate  of  the  labor 
force;  and  Y  =  F(K,L)  is  the  production  function  (assumed  homo¬ 
geneous).  In  the  above  equation,  this  function  is  written  in  terms 
of  real  output  per  worker,  i.e.,  Y/L  —  F(r,  1).  Second,  let  me  treat 
n  as  a  function  of  r.  This  makes  sense  because  the  capital-labor 
ratio  is  a  reasonably  good  indicator  of  the  country’s  level  of  develop¬ 
ment.  It  appears,  for  example,  that  the  rate  of  population  growth 
first  increases  as  agriculture  is  replaced  by  industry,  slows  down  as 
the  growth  of  industry  brings  urbanization,  and  possibly  increases 
once  again  when  development  has  proceeded  far  enough  to  bring 
affluence  in  its  wake. 

Alternatively  n  may  be  treated  as  a  function  of  Y/L  as  Solow  does 
in  his  Figure  IX.  (There  is,  obviously,  a  direct  relation  between  r  and 
Y/L  which  is  suppressed  in  the  equation  given  above.)  As  income 
per  worker  rises  with  development,  the  growth  rate  of  the  (fully 
employed)  labor  force  first  rises  and  then  diminishes.  When  really 

1.  “A  Contribution  to  the  Theory  of  Growth.” 
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high  income  levels  are  reached,  however,  as  occurred  in  the  United 
States  after  World  War  II,  the  labor  force  once  again  begins  to  grow 
rapidly.  To  rationalize  this  supposition  one  could  argue,  4  la  Malthus, 
that  an  increase  in  income,  with  occupation  or  social  class  held  con¬ 
stant,  will  result  in  a  population  upsurge.  On  the  other  hand,  a 
change  in  the  composition  of  the  population  such  that  the  proportion 
in  the  more  skilled  occupations  or  higher  social  classes  is  increased 
will,  with  income  constant,  result  in  a  decrease  in  the  birth  rate. 
During  the  process  of  development,  it  appears  likely  that  this  second 
sort  of  change  dominates  the  first  for  a  long  time.  As  change  in  the 
social  class  structure  slows  down,  however,  continued  development 
will  cause  further  increases  in  income  so  population  will  once  again 
begin  to  rise. 

Either  of  these  suppositions  permits  the  construction  of  the 
diagram  below  in  which  the  solid  line  represents  sF(r,  1)  and  is  repro¬ 
duced  from  Figure  I  in  Solow’s  article.  The  dotted  line  represents 
rcf){r),  with  n  =  </>(r),  which  is  drawn  to  conform  with  the  arguments 
just  given.  Notice  that  r\  and  r3  are  capital-labor  ratios  that  possess 
stability  properties  while  r2  is  unstable. 


To  interpret  the  process  of  development  or  industrialization  with 
the  aid  of  this  diagram,  suppose  an  economy  is  initially  in  the  “agri¬ 
cultural  stage  with  r  <  Growth  will  occur  until  r\  is  reached 
but  then  will  cease  in  the  sense  that  a  stable  equilibrium  capital-labor 
ratio  has  been  reached  and  real  output  per  worker  will  be  constant 
over  time.  Attempts  to  increase  output  per  worker  will  fail  unless 
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r  >  r2  can  be  achieved,  i.e.,  small  increases  in  r  will  only  temporarily 
push  r  above  rx.  As  the  figure  is  drawn,  a  massive  change  in  r  is 
required  to  get  over  the  hurdle  to  development  denoted  bjr  (r2  —  n).2 
Once  r2  is  passed,  however,  “automatic  growth”  will  occur  until  r3 
is  reached. 

With  this  picture  of  a  development  process  before  us,  we  can  see 
immediately  three  general  ways  by  which  the  barrier  (r2  —  ri)  may  be 
overcome:  (1)  the  r0(r)  function  could  be  lowered;  (2)  the  sF(r,  1) 
function  could  be  raised;  (3)  r  could  be  increased  suddenly  by  an 
exogenous  injection  of  additional  capital,  e.g.,  a  foreign  loan  or  gift 
or  perhaps  the  discovery  of  new  resources.  Either  of  the  first  two 
changes  would,  in  the  course  of  time,  push  the  solid  curve  up  or  the 
dotted  curve  down  until  the  rx  and  r2  intersections  vanished  and 
only  r3  remained.  Should  this  happen,  growth  would  become  auto¬ 
matic  until  r3  was  reached. 

Perhaps  the  most  intriguing  of  these  possibilities  is  (2).  The 
appearance  of  the  Protestant  Ethic,  for  instance,  would  increase  s 
and  raise  the  solid  curve.  Technological  change,  even  of  a  “neutral” 
sort,  would  be  equivalent  in  effect.  We  can  imagine  these  sorts  of 
changes  gradually  raising  the  solid  curve  until  finally  the  camel’s 
back  is  broken,  i.e.,  the  two  curves  become  tangent.  Then,  suddenly 
and  “for  no  apparent  reason,”  the  economy  would  find  itself  starting 
on  an  automatic  growth  path  toward  r3.  This  interpretation  of  the 
Solow  model,  it  should  be  noticed,  provides  the  beginnings  of  a  theory 
of  “the  industrial  revolution”  that  does  not  require  any  special  set 
of  fortuitous  and  exogenous  events.  This  is  a  real  advantage! 

A  government  can,  in  this  model,  itself  introduce  changes  equiva¬ 
lent,  in  effect,  to  those  just  discussed.  By  taxing  or  inflating  the 
currency,  the  government  may  be  able  to  hire  resources  away  from 
noninvestment  uses  and  itself  increase  the  capital  stock.  In  some 
cases,  borrowing  from  the  public  might  work  to  the  same  end.  The 
Russian  argument  that  investment  in  heavy  industry  may  be  an 
effective  way  of  overcoming  the  hurdle  (r2  —  rx)  is  obvious.  In  prin¬ 
ciple,  population  control  or  massive  foreign  loans  (or  gifts)  would 
also  work.  As  an  economist,  however,  I  am  unable  to  say  much 
about  these  possibilities.  Nonetheless,  notice  that  it  may  be  possible 
to  partition  an  economy  (or  the  world)  into  separate  compartments 
according  to  whether  or  not  the  (r2  —  n)  hurdle  has  been  surmounted. 
Assuming  this  partition  can  be  performed,  suppose  a  loan  or  gift  is 
arranged  from  the  “have”  to  the  “have  not”  compartment.  If  the 
transfer  leaves  both  compartments  between  r3  and  r2,  this  will  pro- 

2.  This  possibility  Solow  pointed  out  in  his  Figure  IX. 
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vide  a  relatively  rapid  way  of  improving  the  economy’s  general  wel¬ 
fare.  In  this  connection,  also  notice  that  it  may  pay  to  insulate 
market  from  nonmarket  sectors  of  an  economy  and  leave  the  non- 
market  sector  to  its  own  devices  until  the  more  advanced  market 
sector  has  passed  safely  into  the  —  r2  zone. 

In  summary  then,  Solow  has  shown  us  how  to  combine  popula¬ 
tion  growth,  technological  change,  and  the  rate  of  real  investment 
in  a  manner  that  permits  evaluation  of  their  separate  and  combined 
effects  on  economic  development.  It  may  also  be  that  Solow’s  model 
will  prove  useful  in  a  theory  of  personality  development  with  or 
without  psycho-therapy. 

University  of  Minnesota 
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Good  earnings  for  the  telephone 
company  have  a  way  of  being 
good  for  the  customer,  too 


Everybody  has  problems.  One  of 
ours  is  the  rather  widespread  belief 
that  the  sure  way  to  low  telephone 
rates  is  to  keep  the  company’s  earn¬ 
ings  as  low  as  possible. 

Attractive  as  this  may  seem  at  the 
moment,  it  has  distinct  hazards  for 
the  telephone  user.  Handcuffing  the 
company  limits  progress  and  long- 
range  economies,  and  will  lead  to 
poorer  service  at  a  higher  price  than 
the  customer  would  otherwise  have 
to  pay. 

This  fact  is  receiving  increasing 
recognition  by  the  commissions 
which  regulate  telephone  rates  and 
earnings.  But  it  is  not  something 
that  concerns  the  commissions  alone. 


It  needs  your  understanding,  too. 

Regulation  can  only  work  best  in 
the  interest  of  all  when  it  is  free  to 
act  in  the  interest  of  all  on  the  basis 
of  economic  facts. 

Authorizing  good  earnings  for  the 
telephone  company  requires  wisdom 
and  foresight  and  sometimes  calls  for 
a  high  degree  of  political  courage. 
Such  action,  however,  in  the  long 
run  will  return  the  greatest  value  to 
the  public. 

Fortunately,  from  the  standpoint 
of  the  individual  telephone  user,  our 
increased  rate  needs,  where  required, 
are  small.  They  usually  come  to  not 
more  than  a  few  cents  a  day  on  the 
average  customer’s  bill. 


BELL  TELEPHONE 
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